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V. MALICE 


AN ESSENTIAL ELEMENT. A cause of action for malicious 
prosecution cannot be made out unless malice on the part of the 
defendant is affirmatively shown. 26 Cyc., 47. The word mal- 
ice has a meaning in law somewhat different from what it pos- 
sesses in ordinary speech. To render an act malicious in the 
legal sense it is not necessary that the party be moved by a 
feeling of hatred or ill will; on the contrary, he may be actuated 
by a general good purpose to bring about a reformation of mat- 
ters, but if, in pursuing that design, he wilfully inflicts a wrong 
on others, which is not warranted by law, such act is malicious. 
NEWELL, 237. 

THE PROOF OF MALICE need not be direct. As we have seen, 
it may be inferred from want of probable cause. It may be 
proved by evidence of the defendant’s conduct or declarations ; 
his forwardness and activity in exposing the plaintiff or pub- 
lishing the proceedings against him, or by other acts of the de- 
fendant concerning the charge. Allison v. Chandler, 11 Mich., 
554; Cooney v. Chase, 45 N. W. (Mich.), 833. In the latter 
case the plaintiff claimed that Chase caused the matter of his 
arrest to be published, and Chase admitted that he took to one of 
the papers, for publication, an article stating the arrest of Cooney. 
Testimony was given to show that in consequence the plaintiff 
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had sustained great damage to his business. It was held that 
the evidence was proper and competent to prove malice and the 
extent of the plaintiff’s damages. While mere dislike or ill will 
does not constitute malice in the legal sense, the jury may con- 
sider any statements made by the defendant expressing ill feeling 
against the plaintiff; or any testimony as to a difficulty between 
the parties, where it has a bearing upon the question of malice. 
NEWELL, 240, and note; Murphy v. Hobbs, 7 Colo., 541. In 
Magmer v. Renk, 65 Wis., 364, it is said, that bringing one re- 
plevin suit, even upon an unfounded claim, might not be very 
cogent or satisfactory proof that the defendant was acting ma- 
liciously and without probable cause, but the bringing of a 
series of suits, upon the same groundless claim, for the same 
property, is strong evidence of malice and want of probable 
cause. 

Whatever the plaintiff must prove to make out his case the 
defendant may disprove. He may testify directly that when he 
made the complaint against the plaintiff he believed it was true. 
This does not necessarily establish the fact; the jury is to de- 
termine that from all the evidence, giving the defendant’s testi- 
mony such weight as the jurors think it deserves. Nor is mere 
belief of the truth of the complaint sufficient of itself to justify 
the criminal prosecution; such belief must rest upon reasonable 
grounds, and be induced by such a state of facts as would lead 
a man of ordinary prudence and caution to entertain an honest 
and strong suspicion that the accused is guilty of the offense 
charged. Spalding v. Lowe, 5 Mich., 366; Sherburne v. Rod- 
man, 51 Wis., 474. 

INFERRED FROM WANT OF PROBABLE CAUSE. Malice and want 
of probable cause, as we have seen, are both essential and dis- 
tinct ingredients of the cause of action for malicious prosecution. 
It has been held that by proof of circumstances which establish 
want of probable cause a prima facie case of malice is made out, 
and that the burden of proof is on the defendant to disprove it. 
But the more general opinion is that neither one is dependent 
on, nor inferred from, the other, as a matter of law; but, that 
from the circumstances establishing want of probable cause, the 
jury may, as it usually does, infer malice, though not necessarily 
required to draw such inference. This inference of malice from 
want of probable cause may be rebutted by evidence of a lawful 
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and honest purpose, or such facts as would be calculated to 
produce a belief of the propriety of the proceeding. 26 Cyc., 
51-53. Any motive other than a desire to bring an offender to 
justice is malicious. 

The law does not presume malice merely because plaintiff has 
been prosecuted, acquitted and discharged, or because the prose- 
cution has been abandoned or voluntarily discontinued. Nor does 
the mere termination of a civil action, in favor of the plaintiff 
in the suit for malicious prosecution raise such presumption. 
26 Cyc., 53-54- 

ADVICE OF COUNSEL. Where probable cause is shown by suffi- 
cient proof of advice of counsel, as hereinafter explained, the 
question of malice may become immaterial, because in most 
states a full defense to the action has thus been made out. 
Where such advice falls short of showing probable cause, the de- 
fendant to rebut implied malice may still prove that he had 
consulted counsel learned in the law, upon a full and fair state- 
ment of all the facts within his knowledge, or which with due 
diligence he might have known, and that thereupon such counsel 
advised the prosecution, and that defendant acted on such advice 
in good faith. Such evidence, though not amounting to proof of 
probable cause, may operate strongly to show that the defendant 
acted without malice. 26 Cyc., 54-55. 

The bona fide acts of a party on advice given by counsel after 
a full and fair statement of the facts are evidence of probable 
cause, however erroneous the opinion may have been and though 
the facts did not warrant the advice and prosecution. 


VI. ADVICE OF COUNSEL 


The authorities are not quite uniform as to how far or in 
what manner the advice of counsel constitutes a defense to an 
action for malicious prosecution. A long line of cases holds 
that it is proof of probable cause; other authorities maintain that 
it is evidence of the absence of malice, while others, and prob- 
ably the majority of cases, refer to it as proof of both the 
absence of malice and the presence of ‘probable cause. NEWELL, 
309-310. 

THE GENERAL RULE seems to be that where a party has com- 
municated to counsel all the facts bearing on the case of which 
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he has knowledge, or which he could have ascertained by rea- 
sonable diligence and inquiry, and has acted upon the advice 
received, honestly and in good faith, the absence of malice is 
established, the want of probable cause is negatived, and the 
action for malicious prosecution will not lie. NEWELL, 310. 

THE ADVISING COUNSEL. To avail as a defense the advice 
must be given by a competent, disinterested, regularly admitted 
and practising attorney and counselor at law, in good standing, 
and selected in good faith. The attorney general, or the county, 
district or prosecuting attorney, both by virtue of their stand- 
ing as practising lawyers, and because of their official capacity, 
are proper, and in fact the usual persons, to give such advice. 
26 Cyc., 32-33. That counsel was licensed is sufficient, without 
showing that he was learned in the law. Home v. Sullivan, 83 
Ill., 30. Although the defendant is himself an able lawyer it 
may be shown that he acted on the advice of counsel. Terre 
Haute, etc., R. R. Co. v. Mason, 148 Ind., 578. The attorney 
consulted must not be interested in the subject matter of the suit; 
if he is, and the client knows it, the latter has no right to pre- 
sume that he will give him an unbiased opinion, and if he acts 
upon it, and it turns out to be erroneous, it will afford him no 
justification. NEWELL, 314. 

THE ADVICE OF UNPROFESSIONAL PERSONS, not practising law- 
yers, although they may be connected with the administration of 
the law, as magistrates, justices of the peace, policemen, or de- 
tectives, is insufficient to show probable cause. 26 Cyc., 33-34; 
NEWELL, 315-316, 333. The advice given by such persons is 
properly admitted in evidence to show the circumstances in which 
the prosecution was instituted, and, on the question of malice, in 
mitigation of damages; but such advice can never be shown as a 
defense, as would be the advice of a respectable attorney, fairly 
and honestly obtained, regarding a prosecution claimed to be 
malicious. NEWELL, 323. 

STATEMENT TO COUNSEL. To justify by advice of counsel, the 
defendant must show that he or his agent disclosed to such 
counsel fully and fairly and in good faith all the facts bearing 
upon the guilt or innocence of the accused. It must appear what 
information was in fact imparted, so that the jury may deter- 
mine whether or not it was a full, truthful statement of all the 
facts. The general rule is that not only must all facts of which 
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the defendant has knowledge be stated, but also all facts he had 
reasonable grounds to believe existed, or all facts which he could 
have ascertained by reasonable diligence. 26 Cyc., 34-35; NEw- 
ELL, 318-319. 

THE ADVICE GIVEN. The defendant must show what advice 
was given him by counsel; and that on the statements made by 
him, counsel advised the prosecution, or informed him that the 
indictment would lie. 26 Cyc., 35. If it is shown that the 
defendant has in all respects complied with the law, in the matter 
of seeking and acting upon the advice of proper counsel, he is 
entitled to immunity from damages, although it may turn out 
that the advice and the prosecution were not warranted by the 
facts, and however erroneous the opinion may be. 26 Cyc., 31-32; 
Richardson v. Virtue, 2 Hun, (N. Y.), 208; Hall v. Suydam, 6 
Barb. (N. Y.), 83; Poupard v. Dumas, 105 Mich., 326. 

CONFLICTING ADVICE. In Bartlett v. Hawley, 69 Minn., 558, 
the prosecutor Hawley consulted the county attorney who ad- 
vised against making the criminal charge. Not satisfied with this 
advice, Hawley went to another attorney, who advised him to 
have Bartlett arrested. He did so and, upon trial, Bartlett was 
discharged. He sued Hawley for malicious prosecution, but the 
jury found for the defendant. The supreme court in its opinion 
says that the defendant was not obliged to consult the county at- 
torney, and he might act in good faith in following the advice of 
other counsel in opposition to his; but that it is a circumstance 
to be very carefully considered upon the question of defendant’s 
good faith, for if the advice he received did not induce an honest 
belief that he had probable cause, and that the plaintiff was guilty 
of larceny, it afforded him no legal protection. 

Goop FaiTtH. Notwithstanding one has taken legal advice 
when instituting the criminal proceeding, he must act in good 
faith, honestly believing that the person accused is guilty. 
NEWELL, 325; 26 Cyc., 36. 

IN CIvIL CASEs the rules in regard to taking the advice of 
counsel are substantially the same as those which are applicable 
to criminal prosecutions. 26 Cyc., 44-45. For instance, that the 
plaintiff in an attachment acted in good faith on the advice of 
counsel, after a full and fair statement of all the material facts 
known to him, constitutes a good defense to an action for ma- 
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licious attachment. Farners etc. Co. v. Gibbons, 107 Ky., 811; 
Kompass v. Light, 122 Mich., 86. 


VII. DAMAGES 


Whether the plaintiff has been prosecuted criminally or by 
civil proceedings, the principle of awarding damages is the 
same. 2 GREENLEAF, Ev., sec. 456; NEWELL, 491. The injured 
party is entitled to adequate compensation, covering all the ele- 
ments of the particular injury. It is the duty of the jury to 
consider the nature of the prosecution and its natural effect upon 
the reputation of the plaintiff, his credit, and private feelings; 
the incidental consequences of arrest, holding to bail, or of inter- 
ference with property; the consequent loss of time; and any 
other loss or necessary expense. Malice is the gist of this action 
and the damages for other than pecuniary items may be greatly 
increased or diminished by the evidence on that subject. NEWELL, 
494. The expenses of prosecuting the action for malicious pros- 
ecution, however, are not to be taken into consideration. NEw- 


ELL, 495-496. . 
CoMPENSATORY DAMAGES. All damages which in any event 
may be recovered in actions for malicious prosecution are either 
compensatory or exemplary. NEWELL, 513. The party injured 
is entitled to adequate compensation, covering all the elements 
of the particular injury. Compensatory damages are sometimes 
called actual damages, and they include loss of time, peril to 
life and liberty, injury to fame, reputation, character and health, 
and necessary medical expense incident thereto; mental suffer- 
ing, general impairment of social and mercantile standing, actual 
loss or injury to property, interest and credit, decrease in earn- 
ing capacity, and all losses sustained in business; the expense 
incurred about the original proceeding, including costs and rea- 
sonable attorney’s fees in making defense; and also those dam- 
ages which may be recovered for injuries to the feelings, the 
elements of which are insult, indignity, public exposure and the 
like. Compensatory damages depend upon the actual injury sus- 
tained, and not upon the malice or bad motives of the wrong- 
doer, and hence are not the subject of mitigation. Such damages 
must be the direct, natural and proximate result of the former 
suit. 26 Cyc., 61-64; 3 SUTHERLAND, Damages, 699, 707; NEw- 
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ELL, 513; Zeigler v. Powell, 54 Ind., 173 (attorney’s fees) ; Plath, 
Guardian, v. Brannsdorf, 40 Wis., 107 (injury to health, includ- 
ing insanity); Deslonde v. O’Hern, 39 La. Ann., 941 (mental 
anxiety and distress) ; Walker v. Martin, 43 Ill., 515 (injury to 
reputation ). 

EXEMPLARY DAMAGES. In an action for malicious prosecu- 
tion the plaintiff is not limited to compensatory damages, but may 
also recover exemplary damages, sometimes referred to as puni- 
tive or vindictive damages, as a kind of punishment to the de- 
fendant. To be effectual, punitive damages may have relation 
to defendant’s financial ability. Coleman v. Allen, 79 Ga., 637. 
Where no actual damage is shown, no exemplary damages can 
be recovered. 26 Cyc., 64-65; NEWELL, 520, 523. In some states 
the right to exemplary damages is denied, as being contrary to 
sound principle. NEWELL, 522, 529. 

AMOUNT AWARDED. The jurors are the proper judges of the 
amount of damages to be awarded. Unless their determination 
appears to have been influenced by passion, prejudice or some 
other improper motive; or unless the amount is outrageously 
disproportionate, either to the wrong received or to the situation 
and circumstances of either plaintiff or defendant, the court will 
- not disturb their verdict. 26 Cyc., 65; NEWELL, 504. 

MITIGATION OF DAMAGES. Exemplary damages depend en- 
tirely upon the malice of the defendant, and as evidence of such 
malice may be given to increase this kind of damages it is com- 
petent to show the absence of malice and the existence of good 
faith on the part of the defendant, for the purpose of reducing, 
or even entirely defeating them. If it appear that there was 
probable cause for the prosecution, that in itself is a complete 
defense ; but if the evidence tending to show it fail in that object, 
nevertheless to the extent that it affords grounds for belief 
that the party prosecuted was guilty, it tends to rebut malice, 
and may mitigate exemplary damages. Facts within the defend- 
ant’s knowledge, and facts communicated to him by others, and 
even rumors or reports in the neighborhood have been allowed 
to be proven. Again, while the fact that the defendant acted 
upon the advice of a magistrate or police officer, or other similar 
person, not a practising lawyer, does not constitute a defense; 
still the fact that advice was given by any such person may be 
permitted to show the circumstances in which the prosecution was 
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instituted, and to mitigate damages. 3 SUTHERLAND, Damages, 
708; NEWELL, 510-511, 513. According to the better authorities, 
the defendant may prove the general bad reputation of the plain- 
tiff, both to rebut the proof of want of probable cause and in 
mitigation of damages. 3 SUTHERLAND, Damages, 108; NEWELL, 
511, 513. Since compensatory damages are not subject to 
litigation, in cases where the plaintiff disclaims the right to re- 
cover exemplary damages, the introduction in evidence of matter 
going only in mitigation of damages is improper. NEWELL, 513. 

AGGRAVATION OF DAMAGES. If aggravations exist, they may be 
shown in evidence for the purpose of increasing the damages, 
both compensatory and exemplary. Circumstances of the wrong, 
malicious motives, negligence, bad faith, wilfullness, wantonness, 
the age and sex of the parties, their standing in the community 
where they reside, the wealth of the defendant, and other rele- 
vant facts, may be shown. NEWELL, 515-516. 

NOMINAL DAMAGES are given where plaintiff establishes his 
right to recover, but does not show that he has sustained any 
damage. NEWELL, 516. 

A brief reference to some of the decisions will serve to 
illustrate these rules as to the measure of damages, and, to 
some extent, the general subject of malicious prosecutions. We 
first take cases where the damages were held to be excessive. 

In Fire Ass’n v. Flemming, 78 Ga., 733, a verdict for $1,000 
was held excessive. There had been a technical arrest of the 
plaintiff. The court in substance says: Flemming was kept 
away from his business only a single day ; he was not treated with 
any indignity nor placed under any unusual restraint, even for 
a small portion of that day. It was not shown that his character 
was in the least affected, and we certainly think that if this com- 
pany was liable at all, the finding against it was so excessive as 
to betray bias in favor of the plaintiff or prejudice against the 
defendant, or else show that the jury misapprehended the law. 

In Calef v. Thomas, 81 IIl., 478, a verdict for $1,055.55 was 
held excessive. The court, in substance, says: We are by no 
means satisfied that the defendant did not show probable cause 
for the prosecution. The plaintiff was guilty of conduct which, 
if not malicious, certainly was exceedingly reckless, and we are 
unable to appreciate upon what basis so large a verdict can be 
predicated. We are not satisfied that the evidence shows that 
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the defendant withheld from the attorney the knowledge of any 
material facts affecting the question of the plaintiff’s guilt, and, 
if not, the verdict should be for the defendant, on the ground that 
he acted’ under the advice of competent counsel. 

In McConnell v. Hampton, 12 Johns (N. Y.), 234, there were 
circumstances tending to show that the defendant, who com- 
manded the United States Army at Burlington, had probable 
cause for causing the plaintiff to be confined for five days. The 
defendant was shown to be a man of liberal education, with a 
yearly income of about $60,000. The jury gave a verdict for 
$9,000. In awarding a new trial the judge, in substance, says: 
Although it be true that the defendant possesses a large fortune, 
I cannot but believe that the verdict proceeds from intemperance 
and passion, and the damages are enormously disproportioned to 
the case as shown by the testimony. 

In Walker v. Martin, 43 IIl., 508, the plaintiff was arrested 
on the 20th day of March, on a charge of stealing coal, and re- 
quired to give $300 bail, in default of which he was sent to jail. 
On the 5th of April he was discharged on habeas corpus. He 
sued for malicious prosecution, and the jury gave him a verdict 
for $20,000. The court in substance says: It seems to us the 
jury did not give proper weight to the evidence of respectable 
men; that the plaintiff’s character was not good; that he was not 
an object on which they should lavish so much generosity; that 
nothing which the appellant did, however malicious, demanded 
such a vengeful bolt. No impartial, unprejudiced man can, for 
a single moment, indulge in the supposition that appellee was 
entitled to $20,000. The judgment is reversed. 

In the following cases the damages were held not excessive: 

In Price v. Bailey, 66 IIl., 48, a verdict for $125 was sustained. 
The court in substance says: This case shows a transaction of 
an atrocious character. If the boy broke the show case, it is 
not pretended he did it wilfully. He was only responsible as 
for a trespass, yet he was dealt with as a criminal, and by men, 
two of whom assumed falsely to be officers of the law. It was a 
wanton invasion of his rights under the cloak of the law, and 
without any palliating circumstances, and had the jury found a 
larger verdict we would not have disturbed it. 

In Jenner v. Carson, 111 Ind., 522, a judgment for $900 was 
sustained. The court in substance says: The amount of the 
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verdict seems to us quite out of proportion to any injury which, 
so far as appears, the appellee could have sustained; but as we 
can discover nothing which raises a suspicion that the jury acted 
from prejudice, partiality or other improper motives in making 
their assessment, and as their verdict met with the approval of 
the court in which the judgment was pronounced, we do not feel 
warranted in disturbing their conclusion. 

In Chapman v. Cawrey, 50 IIl., 512, there was a verdict for 
$1,000. The plaintiff had been arrested after he had retired for 
the night, and was imprisoned for thirty-six hours. In affirming 
the judgment the court in substance says: No reasonable ground 
of suspicion supported by any circumstances existed at the time 
of this transaction, or linked with it, to warrant a cautious and 
prudent man to believe that appellee was guilty of any criminal 
offense. Then why this harsh and hasty proceeding against him 
at that unusual hour of the night, of all of which appellant was 
the causeless instigator? Malice crops out in every part of this 
transaction. One thousand dollars in a case like this, so far from 
being outrageously excessive, is moderate. 

Where a man who had always borne a good reputation, and 
was employed and trusted by a wholesale firm with its goods 
and the key of the establishment, was arrested on the charge 
of burglary, in circumstances not sufficient to raise a shadow of 
suspicion, and imprisoned, his house searched, and the prosecutor 
refused to make reparation by publishing an article exonerating 
him from the charge, it was held that a judgment for $1,200 was 
not excessive. Hirsh v. Feeney, 83 IIl., 548. 

In Renoe v. Wilson, 49 IIl., 95, the defendant Renoe, without 
the slightest foundation, had charged the plaintiff Wilson, a 
reputable man, with the larceny of a load of coal. The arrest 
was attended with degrading and humiliating circumstances. A 
verdict for $1,700 was allowed to stand. 

In Lawrence v. Hagerman, 59 IIl., 68, a verdict for $2,000 
for maliciously suing out a writ of attachment was sustained. 
The attachment had been levied on four car loads of hogs. Pro- 
tracted litigation followed and the attachment was not sustained. 
At the time of the levy Hagerman had a prosperous business 
and good credit. His business was broken up and his credit 
impaired by the inconsiderate action of Lawrence. 

In Montjo v. Montjo, 53 Hun (N. Y.), 145, a divorce suit, 
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the father was awarded the custody of the children. The mother 
kept from him the possession of the youngest. He had her 
arrested by a policeman and with the little daughter she was 
locked up in the station house until morning, when the police 
justice gave the child to defendant and discharged the plaintiff. 
A judgment in her favor for $3,000 damages was sustained. 
The court in substance says: The defendant mistook his remedy ; 
he could not arrest the plaintiff because she refused to give up 
the child. Assuming an illegal arrest, the damages are not ex- 
cessive. The plaintiff was taken in a public place, and conducted 
through a public street to the station house, and detained in a 
lockup or cell in surroundings which would humble and hu- 
miliate her. 

In Clarke v. American, etc., Co., 35 Fed. Rep., 478, the 
plaintiff, a respectable woman, was arrested at the instigation of 
the defendants on what the jury found to be false charges and 
committed to jail with disorderly women, without any probable 
cause, for the purpose of keeping her away until the defendant 
could put out her things and tear down the house in which she 
had been living. The actual pecuniary damages, says the court, 
might be small, but. the disgrace, humiliation and shame of being 
arrested and sent to jail on such charges, for the sense of suf- 
fering of which she was entitled to recover damages, might be 
great. What would be adequate compensation could be meas- 
ured by no standard, and the amount might properly be en- 
hanced by the wanton disregard of the plaintiff’s personal rights. 
A verdict for $4,000 was sustained. 

In Spear v. Hiles, 67 Wis., 350, the plaintiff Spear had been 
imprisoned for several weeks before he was tried and acquitted, 
on the charge of setting fire to certain warehouses. In sustain- 
ing a verdict for $5,000 the court in substance says: The testi- 
mony tends to show that the plaintiff was greatly wronged by the 
defendant in the matter of the criminal prosecution, in that his 
reputation was wantonly assailed and his rights entirely disre- 
garded. Considering that the case is a proper one for the inflic- 
tion of punitory damages, and also that the defendant has large 
wealth, as appears by the testimony, we are unable to say that 
the damages awarded are so large as to justify the interposition 
of this court. 

In Gulf, etc., Co. v. James, 73 Tex., 12, a verdict for $8,000 
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actual damages was sustained, the court referring to the evidence 
to the effect that the result of the prosecution was to break up 
the appellee, prevent him in a measure from obtaining employ- 
ment, require him to perform labor he had not previously done, 
and estrange from him those, or many of them, with whom he 
had associated in his business vocation. 

In Ross v. Innis, 35 IIl., 487, the plaintiff had been employed 
as cashier by the defendants, and had an established reputation 
for honesty. Without probable cause they charged him with em- 
bezzlement. He was arrested, gave bail and on a subsequent 
day was examined and discharged. The jury gave him a verdict 
for $10,000. The court in substance says: The facts go far to 
show that the defendants had formed a determination to prose- 
cute the plaintiff at all hazards for the crime they had every 
right to know he had not committed. The evidence fully estab- 
lishes malice. Here, in this case, was a causeless attempt, by a 
wealthy house, to blast forever the character of a young man 
just entering upon the active pursuits of life, with no endow- 
ment but his talents, fair character and uniform integrity. It 
was a powerful house, making a heavy charge against a poor 
and friendless young man. There is no standard by which dam- 
ages in such a case shall be measured. 

NEW TRIALS FOR EXCESSIVE DAMAGES. The rule is well set- 
tled that to justify the granting of a new trial on the ground of 
excessive damages, the damages must be flagrant, outrageous 
and extravagant, evincing intemperance, passion, partiality, or 
corruption on the part of the jury. NEWELL, 545. 


VIII. EVIDENCE 


It does not seem necessary to add much in relation to the 
rules of evidence, as they have been so often referred to inci- 
dentally in the course of the foregoing discussion. 

BuRDEN OF PROOF. The burden of proof in the first instance, 
according to the general rule, rests upon the plaintiff, to prove 
all the essential elements of his case, or such of them as are 
denied by the defendant. Weisner v. Hansen, 80 Atl. Rep. 
(N. J.), 455; NEWELL, 450; 2 GREENLEAF, Ev., sec. 449; 26 Cyc., 
83-84. The want of probable cause, however, is in form a nega- 
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tive averment and to establish it prima facie requires but little 
evidence. NEWELL, 461-462. 

DEFENDANT'S RESPONSIBILITY. That the defendant was the 
cause of the prosecution may be shown by the record of the 
prosecution or other evidence; by the conduct of the defendant 
or his agent, as, for instance, that the defendant employed coun- 
sel or other persons to assist in the prosecution, or that he gave 
instructions, paid expenses, procured witnesses, or was other- 
wise active in the case. 2 GREENLEAF, Ev., sec. 450; NEWELL, 
451. See, for example, the case of Carp v. Insurance Co., 203 
Mo., 295. The fact that defendant’s name is endorsed on the 
back of the indictment as the prosecuting witness has been held 
not sufficient proof that he was the responsible cause of the 
prosecution. Klug v. McPhee, 16 Colo. App., 39. To render a 
corporation liable for the act of its superintendent in swearing 
out a warrant, such superintendent must have had authority to 
do such act, independent of his inherent powers and duties. 
Emerson v. Lowe Mfg. Co., 159 Ala., 350. Though defendant 
was not at first responsible for an unlawful arrest, he may be- 
come so, if, being fully informed of circumstances manifesting 
the innocence of the accused, he nevertheless approves of the 
arrest, attempts to prevent the procuring of bail, and makes a 
complaint before a magistrate, charging the crime. Grimes v. 
Greenblatt, 47 Colo., 495. 


PROBABLE CAUSE. All competent evidence, including relevant 
statements of third persons on which the defendant acted, and 
including evidence of other similar offenses or transactions of 
the plaintiff known to the defendant before he commenced the 
prosecution, is admissible to show probable cause. 26 Cyc., gI- 
94, and notes. A want of probable cause may be shown by the 
character of the evidence which was given on the trial of 
the prosecution complained of; or by the suspicious behavior 
of the defendant. NErwett, 462. The defendant may testify 
directly that he believed the plaintiff guilty at the time the prose- 
cution was commenced, and may introduce other testimony to 
show just grounds for such belief. That the defendant acted 
under the advice of counsel may be shown by the testimony of 
the attorney consulted, and by defendant’s own testimony. 26 
Cyc., 97, and notes; Turner v. O’Brien, 5 Neb., 542; Alexander 
v. Harrison, 38 Mo., 258. When the defendant makes a fair 
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showing that he acted under such professional advice, it will 
require strong evidence to prove that he did not believe that 
there was reasonable cause for the prosecution. NEWELL, 470- 
471. The defendant, however, must have acted in good faith. 
Where a prosecution for larceny was instituted in order to get 
possession of certain oil, defendant’s claim to which was not 
well founded, and defendant instructed a constable not to serve 
the warrant if he could get the oil, the fact that he had taken 
advice of counsel was not a good defense. Vinal v. Core, 18 
W. Va., 1; Brewer v. Jacobs, 22 Fed., 217. 

Where the accused has had a preliminary examination and 
has been held to answer to the charge in the superior court, this 
is prima facie evidence of the existence of probable cause for 
the prosecution; and where there was no evidence in contradic- 
tion of the prima facie evidence made by the commitment, but 
on the contrary the evidence tended to confirm it, the probable 
cause is fully established. Johnson v. Southern Pacific Co., 
157 Cal., 333. 

Possession of recently stolen property is evidence of probable 
cause, unless a reasonable explanation of such possession is given. 
Lasky v. Smith, 80 Atl. Rep. (Md.), roro. 

The plaintiff’s financial condition may be relevant on the 
question of probable cause, as where the action is for an alleged 
malicious attachment. 26 Cye., 


Matice. The parties may introduce competent evidence to 
prove or disprove malice on the part of the defendant towards 
the plaintiff. For this purpose the defendant or his agent who 
prosecuted may testify directly as to his knowledge, purpose, 
motive or belief, in instituting the proceeding complained of as 
malicious. NEWELL, 473; 26 Cyc., 97-98. For instance, evidence 
is admissible that defendant was informed by a clerk of plain- 
tiff of the latter’s financial affairs and his efforts to borrow 
money and dispose of his property, Le Clear v. Perkins, 103 
Mich., 131; or that plaintiff at the time of the prosecution was 
generally reputed to be guilty of acts similar to the one with 
which he was charged, Barron v. Mason, 31 Vt., 189. Prior 
transactions and the personal relations of the parties, their feel- 
ings of hostility and ill will may be shown, as well as the con- 
duct and admissions of the parties and their authorized agents, 
when connected with the transaction and tending to prove intent ; 
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and the defendant may repel an inference of malice by showing 
that he acted upon legal advice. 26 Cyc., 99-100, and notes. 

Malice may be inferred by the jury from an utter absence of 
probable cause. McCormick v. Conway, 12 La. Ann., 53. It 
has also been held that malice may be inferred from gross negli- 
gence, in omitting to make reasonable and suitable inquiries be- 
fore instituting the prosecution. 26 Cyc., 51; Ellis v. Simonds, 
168 Mass., 316. 

REPUTATION OF PLAINTIFF. To prove probable cause for the 
prosecution and to disprove malice, the bad reputation of the 
plaintiff in matters calculated to affect the probability of his hav- 
ing committed the crime charged may be shown, where such 
reputation was known to the defendant when he instituted the 
prosecution. When his reputation is attacked the plaintiff may 
show that it was good, and that the defendant knew it. NEWELL, 
465; 26 Cyc., 89-90. 

For instance, the defendant may show the notoriously bad 
character of the plaintiff for dishonesty (Miller v. Brown, 3 Mo., 
127); or that plaintiff's only occupation was horse racing and 
gambling (Martin v. Hardesty, 27 Ala., 458) ; or that the plain- 
tiff at the time the prosecution was commenced was generally 
reputed guilty of acts similar to the one with which he was 
charged (Barron v. Mason, 31 Vt., 189). When the charge was 
arson, it was held that the plaintiff might prove his good reputa- 
tion for business integrity and honesty in the community in which 
he resided. Likewise might defendant prove his bad reputation ; 
but the evidence on that point must not be mere hearsay of 
instances of supposed wrong-doing, but must go to his general 
reputation in some particular community. Carp v. Insurance 
Co., 203 Mo., 295. 

MITIGATION AND AGGRAVATION OF DAMAGES. Several kinds of 
evidence already mentioned are also admissible in mitigation or 
aggravation of damages. In mitigation may be shown the ill 
repute of plaintiff, also any relevant evidence explanatory of 
defendant’s motives. In cases where exemplary damages may be 
awarded, advice of counsel may be proved, and evidence received 
of defendant’s financial circumstances, but not of his social 
position. The condition of plaintiff’s family is not to be shown 
for the purpose of affecting the amount of general damages. 
Circumstances of personal insult, indignity or discomfort may be 
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introduced. 26 Cyc., 103-104. For instance, in Grimes v. Green- 
blatt, 47 Colo., 436, it is held that the condition of the jail where 
plaintiff was incarcerated and the publication in a newspaper of 
an account of his arrest may be shown to aggravate damages. 


IX. DEFENSES 


The defense of this action usually consists in disproving the 
charge of malice, or in showing the existence of probable cause 
for the prosecution in question. 2 GREENLEAF, Ev., sec. 457; 
NEWELL, 478. Various proofs, as we have seen, are admitted 
on these questions. Where all the facts which all the evidence 
tends to prove do not amount to probable cause, the court may 
instruct the jury accordingly. Grimes v. Greenblatt, 47 Colo., 
495. 

GuILT OF PLAINTIFF. As we have seen the action will not 
lie in favor of a guilty party. Upon proof of actual guilt the 
existence of probable cause is conclusively presumed, although 
the plaintiff may have been acquitted of the charge. 26 Cyc., 26; 
Mack v. Sharp, 138 Mich., 448; Carp v. Insurance Co., 203 Mo., 
295. 

ADVICE OF COUNSEL. The advice of a reputable attorney, 
sought and acted upon in good faith, is held in several states to 
be probable cause as a matter of law and a complete defense to 
an action for malicious prosecution. Saunders v. Baldwin, 71 
S. E. Rep. (Va.), 620; Johnson v. Southern Pacific Co., 157 
Cal., 333; Huntington v. Gault, 81 Mich., 144. 

OTHER DEFENSES may be interposed, such as the fact that the 
prosecution had not terminated before the action for malicious 
prosecution was begun; that the defendant was not the respon- 
sible cause of the prosecution; that either expressly or by nec- 
essary implication the plaintiff’s claim for damages has been 
released or satisfied; or that the action is barred by the statute 
of limitations. 26 Cyc., 70. The statute of limitations as a gen- 
eral rule begins to run from the time when the prosecution was 
terminated. 26 Cyc., 80. 

SurvivaL. AssIGNMENT. A right of action for malicious 
prosecution cannot be assigned, nor does it survive to the personal 
representatives of the injured person. NEWELL, 53-54; 26 Cyc., 
66-67. 
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X. JOINT WRONG-DOERS 


All persons who originate, aid, or voluntarily participate in 
the acts leading to the prosecution may become liable as princi- 
pals, jointly or severally. 

LIABILITY FOR ACTS OF CO-CONSPIRATORS. Where two or 
more persons enter into a conspiracy, any act done by one in 
furtherance of the common design and in accordance with the 
general plan becomes the act of all, and each conspirator is 
responsible for such act. All conspirators are liable for all overt 
acts illegally committed in pursuance of the conspiracy and for 
the consequent loss, whether they were active participants or 
not; and it is not defense that the person committing the acts was 
of unsound mind; nor can any conspirator set up as a defense 
that his participation was unnecessary to the accomplishment of 
the ultimate purpose and that it would have been consummated 
if he had not become a conspirator. Where, however, there 
is no evidence of conspiracy each party is liable for his own acts 
alone. Cyc. 8, pp. 657 and 658. 

Two persons jointly sued for malicious prosecution are both 
responsible to the full extent of the damage, which may be re- 
covered against either, although one of them may have been 
actuated by malignity and the other by no malice except such 
as was inferable from his joining in the wrongful act with his 
co-defendant. Vinal vs. Core, 18 W. Va., I. 

If it be shown that several have combined together for the 
same illegal purpose, any act done by one of them in pursuance 
of the original concerted plan, and with reference to the common 
object is, in the contemplation of the law, the act of all, and 
therefore proof of such act will be evidence against any of the 
others who were engaged in the conspiracy, and any declaration 
made by one of the parties in the absence of the others during the 
pendency of the illegal enterprise is not only evidence against 
himself, but against all the other conspirators who, when the 
combination is proven, are as much responsible for such declara- 
tions and the acts to which they relate, as if made and committed 
by themselves. Cyc. 8, pp. 679-680-681-682. 


REASON FOR Rute. Such evidence is admissible as being part 
of the res gestae. This rule of evidence is based upon principles 
which apply to agencies and partnerships. And it is reasonable, 
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where a body of men assume the attribute of individuality, 
whether for commercial business or the commission of a crime, 
that the association should be bound by the acts of one of its 
members in carrying out the design. 

The conspiracy may, of course, be shown by direct evidence, 
and it is apprehended that it should be so proven if this char- 
acter of evidence is attainable. Direct evidence is, however, not 
indispensable. Circumstantial evidence is competent to prove 
conspiracy from the very nature of the case and the rule which 
admits this class of evidence applies equally in civil and criminal 
cases. Cyc. 8, pp. 677 and 678. 

A detective employed by defendant, and on whose informa- 
tion alone a warrant for plaintiff’s arrest was sworn out by de- 
fendant, is to be regarded as the agent of defendant in instituting 
the prosecution. Evans vs. Atlantic Coast Line Ry., 53 No. E., 
3 (105 Va., 72). 
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The Importance of Sound Accounting in Credit 


Relations * 


By Curnton H. M.A., C.P.A. 


There must be much in common between the credit man and 
the public accountant. The practising accountant sees this clearly, 
and as accounts, in one way or another, are referred to in almost 
every number of the Bulletin, which is the official organ of the 
NATIONAL ASSOCIATION OF CREDIT MEN, I infer that the credit 
men of this country are interested to understand more about the 
importance of good accounting in credit relations. 

It has been said that credit is made up of four big C’s, Char- 
acter, Capacity, Capital and Collateral. It seems to me that 
collateral, if we use the word in the sense of a specific security 
for a loan or an extension of credit, should be left out of the 
discussion, as credits are chiefly the unsecured promises to pay 
of the borrower or purchaser. 


Accounts RELATE To CaAPITAL—THEY ANSWER THE QUESTION: 
How Mucu Crepir? 


If we make this exception, accounting deals with only one 
factor of a man’s credit, namely, his capital. Furthermore it is 
a fundamental fact that “credit is entirely apart from the ap- 
plicant’s worth in money. The property statement does not 
create credit, but merely settles the question of how much,” 

But this is often a very important question to settle. Small 
credits may be granted without very much consideration, espe- 
cially if there is the additional inducement of getting a start with 
a promising new account, or opening up a special line of goods, 
or some other consideration that readily suggests itself to the 
practical business man. But if the accommodation asked for is 
at all important, it must be based on abundant and accurate in- 
formation, and after the credit grantor has satisfied himself that 
the man who is asking for credit is honest and sensible and has 
a reasonable capacity for the business which he has undertaken, 


* This article has been prepared from the text of an address delivered before 
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the credit problem always comes down to a consideration of this 
exact information, which ought to be reflected in the accounts. 


Accounts SHOULD BE ADAPTED TO THE BUSINESS 


Mr. B. S. Myers, who made his reputation as a professor in 
the University of Wisconsin, and as a member of the public 
service commission in that state, and who is now serving as a 
member of the Interstate Commerce Commission, says that the 
law with reference to the control of public service corporations 
should be as big as the business; and if I should attempt to define 
the requirements of accounting in respect to credit relations, or 
otherwise, for any business, I should say that the accounting 
ought to be as big as the business. The accounting for a restau- 
rant, for example, that collects all its income in cash every day, 
and in the natural course of business discounts all its purchase 
invoices, is a very simple matter compared with that of a tannery, 
for example, which buys valuable stocks of raw material and 
takes a long time to convert them into a finished product, which 
it may hold in its warehouse several weeks or months before 
making sales to its customers. 


The accounting for a small notion store may be very simple, 
for the reason that all the essential facts of that business are 
constantly under the eyes of the proprietor, and he can see 
whether a particular stock is moving at a profit a great deal 
better by looking at the counters than he ever would by look- 
ing at an elaborately sub-divided merchandise account on his 
ledger. The merchandise account should be kept, but it need not 
supply all the information which the proprietor ought to have, 
because he will get much of his information from the evidence 
of his own eyes, rather than from the books of account. The 
same kind of business, however, if it is widely expanded, say 
with a dozen or more stores in greater Boston, and scores of 
others in different parts of the country, may require a very well 
developed accounting practice for successful management and 
control, in lieu of that personal contact which the small proprietor 
necessarily has with his own business. We must recognize, then, 
how impossible it is to make a broad general statement, without 
modification, to define accounting requirements for different 
kinds of business. 
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Importance of Sound Accounting in Credit Relations 
AccouNTs FoR MANUFACTURING AND TRADING ENTERPRISES 


If we consider a manufacturing or trading enterprise with 
a substantial investment of capital, and with a volume of busi- 
ness too great for the intimate personal supervision of the pro- 
prietor, there are well defined standards to which the accounting 
practice should conform, and it is not at all difficult to give 
sound reasons why it is important that these standards should be 
maintained in any consideration of credit relations. 

In making an outline for the accounts of any business, it is 
common to make a broad classification between balance sheet ac- 
counts and loss and gain accounts. The balance sheet accounts 
are assets and liabilities (what the business owns and what it 
owes), and the loss and gain accounts are for income and expense 
(what ultimately the business receives and what it pays out). 


Asset Accounts SHow How Mucu 1s INVESTED IN THE 
BUSINESS 


In the first place, the accounts should show definitely at all 
times what the proprietors have invested in the business. 


For a manufacturing enterprise there should be asset accounts 
for land, buildings, equipment, raw material, work in process, 
and finished product; and the accounting should be in a form that 
will supply all the necessary information about the change in 
values of these various assets. Land values in a long settled 
community ought not to grow less. If the real estate has in- 
creased in value over a long term of years, I see no objection 
to marking up the book value accordingly.* Buildings and equip- 
ment, however, deteriorate. They may be kept in repair, and for 
a long time they may be as efficient in use as a new plant, but 
the time will come when it will not be good policy to make any 
more repairs ; either because the general deterioration has been so 
serious that repairs will not restore the original efficiency of the 
plant, or because it is no longer so well adapted to the business 
as a newer type of building or machine. Sometimes the plant 
has to be abandoned for a new location. In some industries there 

* A banker who read the manuscript of this address pointed out that real 


estate should be marked up only when absolutely convincing reasons can be given 
for such action. 
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is a peculiar danger that the equipment will become old-fashioned. 
In other cases the cou se of destruction is very rapid; but always, 
without exception, there should be an intelligent provision for 
depreciation. 


And just a word about the way in which to handle deprecia- 
tion. It seems to me that an asset account should start with the 
cost of the property, should be charged with all the additions, 
and should be credited with the cost of anything that is actually 
sold or dismantled. At the same time there should be a charge 
against profits and a credit to one or more appropriate reserve 
accounts to take care of the deterioration which the asset neces- 
sarily undergoes. 


Proper accounting for raw materials, work in process and 
finished product is sometimes a very difficult matter. If the in- 
dustry is small and the product uniform, it will answer very well 
to take a thorough, honest inventory once a year, or once in 
six months, and correct the asset accounts exactly as one would 
a merchandise account in a trading enterprise. If the business is 
large, however, and the manufactured product diversified, made 
at varying costs, held as finished product varying lengths of 
time, and sold under differing conditions, this simple accounting 
is by no means adequate. Some plan should be in force to record 
the transfer of raw material, with labor and overhead expense, 
to the account which represents work in process, and a record 
should be made of the finished product which comes out of that 
account, and is either put into finished stock or charged directly 
to an account representing cost of sales. 

It is apparent that we cannot go very far with asset or prop- 
erty accounts before we come in contact with the accounts which 
record the profit-making aspects of the business. 

What I have said about a manufacturing plant applies to 
some extent to a trading enterprise. If the business is simple, we 
can get along with one merchandise account; if there are many 
departments, or several distinct lines of goods, there ought to be 
several merchandise accounts, each one representing correctly its 
particular asset, And here again we come in contact with the 
revenue accounts, because it is important to have these asset 
accounts separate, not so much that the proprietor may know 
how much is tied up in each class of merchandise, but because 
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it is vitally important that he should know how much profit he is 
making from the turn-over of each class of merchandise. 

In addition to the assets which I have already described, 
there should be ledger accounts for cash, accounts receivable, 
investments (if there are any), and such items as prepaid taxes 
and insurance. 


Two CLAssEs OF LIABILITIES 


The other balance sheet accounts are for liabilities divided 
into two classes: external liabilities, such as accounts payable 
and notes payable, and those other accounts with credit balances, 
for reserves and for capital stock, which are sometimes regarded 
as the liability of the business to its owners. 

What the credit men know as a property statement is only 
the assets and liabilities of the business stated in a correct form, 
and if the man who is asked to make up a statement has to go 
outside his books for this kind of information it is a serious 
criticism against his accounting practice. 


Accounts NECESSARY TO SHOW THE EARNINGS 


I regret to say that a good many prosperous and successful 
business houses do not maintain a standard of accounting practice 
such as I have described in respect to their assets and liabilities. 
Asset and liability accounts, however, they must have in some 
form, even if they are satisfied with far less than a reasonable 
standard of efficiency. 

When we come to consider loss and gain accounts, I must 
admit that the accountant is frequently in despair at the omissions 
and makeshifts which he finds in business offices. It is true that 
with a complete set of balance sheets accounts, correctly made, 
the proprietors of any business knew periodically what the net 
assets are over all liabilities; and it is furthermore true that if 
a balance sheet of a given date is compared with the correspond- 
ing figures of twelve months previous, and allowance is made 
for the drawings of the partners, or dividends, in the interval, it 
is possible to derive an inclusive statement of what the business 
has earned. Accounts in this form may answer the requirements 
of a very simple business, but they are wofully inadequate for a 
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business which has grown to any size, or which has any important 
diversity of product to make or sell. 

If we are considering a manufacturing business, it is abso- 
lutely essential that there should be some kind of a cost system. 

A manufacturer’s problem is to make his product as econom- 
ically as possible and sell it at a profit. One of the fundamental 
requirements is to know definitely what the product actually 
costs. This is necessary for any comparison of profits from the 
different lines of goods that are put on the market. The subject 
of costs in a manufacturing establishment might well take up a 
whole evening’s discussion before any body of men who are in- 
terested chiefly in that topic. In discussing accounting in relation 
to credits I have mentioned costs as only one feature of im- 
portance. 


ANALYSIS OF EXPENSES 


There are certain requirements in regard to loss and gain 
accounts, however, that ought to be observed in respect to any 
business, whether manufacturing or trading. 

Waste and unnecessary expense cannot be prevented unless 
they are clearly seen, and many business men miss the opportunity 
for important economies, because they are satisfied to throw a 
great variety of charges into one general expense account with- 
out further analysis or sub-division. 

A large business offers an opportunity for an actual division 
of many items of expense. I have in mind a store which sells 
a general line of hardware, agricultural tools and implements, 
seeds and fertilizers, sporting goods, kitchen-ware, and automo- 
bile supplies, and operates a separate branch which carries a 
large stock of silverware and jewelry. It is obvious that the 
teaming expense does not apply to the silverware, nor very much 
to the sporting goods, and the necessarily large storage facilities 
for some of the other lines are not a proper charge against the 
kitchen-ware department. Many business men ignore the very 
important cost of doing some lines of business which results 
from the necessarily large investment in valuable stock. A busi- 
ness which has departments devoted to different lines of goods 
will find it necessary to observe these distinctions in regard to 
expense if anything like an accurate statement of earnings is to 
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be secured for the different departments of the business. This 
point was forcibly illustrated by a paragraph from the Bulletin. 


Here is a man of the Middle West who is both merchant and farmer. 
He appears to be blessed with a fair degree of prosperity, but whether 
he is a prosperous farmer or a prosperous merchant, neither he nor 
anybody else knows. He so intermingles his accounts that he has not 
the slightest idea whether his living is coming off the farm or out of 
the store, nor does he even know whether the farm is helping to pay the 
merchandise bills of the store. Such a case recently came to attention, 
where it was shown clearly that a merchant had been keeping up his 
rating because the farm had done well for him, and the store was not 
only non-productive, but provided an expensive avocation. Now, most 
concerns have more than one department, and the proprietors of many 
such stores have no conception as to whether their living is coming out 
of department A or department B, or even whether department B is 
being supported partly by department A. If they only knew the facts, 
they might decide either bravely to pluck out the unproductive depart- 
ment, or else put it through a thorough reorganization, that it might 
do its fair share. 


In brief outline I have given standards for an adequate 
accounting practice, and as I have defined them I think you will 
see that it is important that these standards should be main- 
tained if the business is to have a proper regard for its credit 
relations. I know that such accounts as I have described must 
be kept if the proprietors are to have an exact knowledge of 
their own business. 

One of the prominent bankers in Boston said to me only a 
few days ago in regard to this very subject, that it often seemed 
to him that proper accounts were more important to his customers 
in giving them adequate information about the condition of their 
own business than for the very necessary service of getting a cor- 
rect statement of assets and liabilities as a basis for credit. 


ConstructivE ACCOUNTINGC—A PROFESSIONAL SERVICE 


To establish accounts correct in form and efficient in operation 
the manufacturer and merchant may procure invaluable help from 
experienced and well trained accountants. 

Constructive accounting is the professional service of develop- 
ing and improving accounting practice and business methods. 
When based, as it should be, on a careful study of conditions 
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and requirements, such work by no means implies a programme 
of sweeping changes. On the other hand, the process is usually 
a gradual transition or evolution from existing practice to a more 
efficient standard. The object is to provide owners and execu- 
tives with prompt and accurate information at frequent intervals 
as to the progress and condition of the business. There is an 
opportunity for this constructive work wherever business is 
done and accounts are kept. 

In industrial enterprises it should provide prompt and trust- 
worthy reports in regard to production, sales, operating and manu- 
facturing costs. In a commercial business the important matters 
are accurate stock records to determine the merchandise cost of 
sales, and a proper arrangement of expense accounts to analyse 
the operating or selling expenses of the business. 


CERTIFIED STATEMENTS AS A Basis FoR CREDIT 


In discussing the accounts for assets and liabilities, I have, 
of course, had in mind the requirement of the banker or credit 
man that his customer should present a signed statement as the 
basis for an extension of credit. If such a statement is to be 
readily available, proper accounts are essential. One of the most 
convincing bits of evidence for the banker or credit man that his 
customer is worthy of credit is that he keeps the accounts to 
which I have referred, which will supply the necessary informa- 
tion in regard to the operations of the different departments of 
the business. 

In connection with this I wish to say something about the 
substance as well as the form of the balance sheet or “property 
statement.” 


Cash: I note with approval that the property statement blanks 
recommended by the National Association of Credit Men dis- 
tinguish between cash in hand and cash in bank, for it has been 
my experience that too many business men are willing to carry 
a variety of memoranda as part of the cash balance in the office, 
whereas the balance of “cash in the bank” ought to mean only one 
thing. These memoranda in the cash are likely to be advances to 
partners or on salary accounts, and if there is any evidence that 
these items are more than merely temporary they should be 
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transferred to a special section of accounts receivable, where 
they properly belong. 

Accounts Receivable: But accounts receivable are more fre- 
quently under suspicion than the cash. It is hardly necessary to 
say that the debit balance on partners’ accounts, overdrawn | 
salary accounts and similar items should not be carried as ac- 
counts receivable in the same class with collectible balances from 
customers. This is a distinction which many business houses fail 
to make, but it is essential that this distinction should be made 
on a statement which is presented as a basis for credit. I observe 
that the form recommended by the National Association for the 
use of corporations that are asking for credit has a space for 
stating the amount due from officers separate from other accounts 
receivable. 

I am not as well satisfied with the blank, however, in some 
other respects. It seems to me that it is quite important to classify 
accounts receivable very thoroughly so that accounts which are 
overdue, or otherwise uncertain, may not be included in the 
accounts receivable without being distinguished from normal col- 
lectible items. The experience is not uncommon, when business 
houses are hard pressed to make a good showing, to find them 
very optimistic in regard to the quality of the accounts receivable, 
and in a good many instances this optimism is not at all justified 
by the facts. 

Merchandise Not Always a Quick Asset: I think it is very 
doubtful whether or not merchandise even at cost should be in- 
cluded in the same class with cash and good accounts receivable. 
Some stocks of merchandise of course can be moved very quickly 
at a forced sale, but not at anything like cost prices. Raw ma- 
terials recently purchased for manufacture usually come much 
nearer to being a quick asset than stocks of finished goods or 
merchandise, which are subject to the variations of the season 
or the requirements of fashion. 

Liabilities: Some of the property statements, I observe, ask 
very pertinent questions about the assets that may have been 
pledged to secure some of the liabilities of the business, and they 
also ask for the contingent liabilities of the partners or the cor- 
poration. I think this is very important, and I should also like 
to see a question inserted in regard to the provision that has been 
made for depreciation of buildings or fixtures. 
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Liabilities on a statement require very little comment except 
to say that it is quite necessary to be sure that all of the liabilities 
are included in the statement, and that assets and liabilities have 
not been offset against each other for the purpose of concealing 
items of importance on either side. 

If goods have been received and included in the inventory, but 
payment for them has not been made, the amount must be in- 
cluded in the accounts payable if the business is to make an 
honest showing. On the other hand, if drafts have been accepted, 
even if the goods have not been received, the liability of the busi- 
ness to pay those drafts should be shown clearly in the state- 
ment, and the merchandise may properly be included among the 
assets. 

Many phases of the subject I have been discussing are treated 
at length by Mr. Joseph B. Martindale in the April number of 
World’s Work. Mr. Martindale is president of the Chemical 
National Bank of New York, and his opinions are, no doubt, 
familiar to many of the credit men. He cites the experience of 
one old and rich business establishment that damaged its credit 
seriously by deducting a substantial amount of notes payable from 
the cash, thus making both items appear smaller on the balance 
sheet than they really were. 

Responsibility for statement “from the books”: The January 
number of the Bulletin contains an inquiry (under the heading of 
legal opinions) as to the responsibility which a borrower would 
have for a statement which he said was drawn from his books 
without saying that it correctly represented the condition of his 
_ business. It was formerly the experience in Massachusetts, I 
have been told, that under the law requiring annual returns cor- 
porations could present a more favorable statement if they did not 
have their imagination confined to the practical realities on their 
own books. Some business men might seek to deceive (even 
themselves) by presenting a statement which showed more net 
assets than their ledger, or they might send forth a statement 
drawn from the books, knowing that it did not correctly represent 
the facts. It is hardly necessary to say that the facts should 
be stated as accurately as possible, and that they should be fully 
and properly recorded on the books. 
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An AupITED STATEMENT 


When seeking credit, the business man helps himself materi- 
ally by having his statement certified by accountants who have 
an established reputation. President Martindale, to whose article 
I have referred, recommends very forcibly that every business 
should have an independent audit by a firm of certified public 
accountants. 


He says: “The custom of filing statements is almost uni- 
versal and, from the standpoint both of the borrower and the 
lender, it is wise at least once a year to have the affairs of the 
firm examined and audited by a high-class firm of auditors. An 
independent audit conveys to the lender of money the knowledge 
that the affairs of the firm or corporation, whose paper he is 
considering, have been examined by a disinterested party of ex- 
perience and standing, and that, as a result, the figures submitted 
are unbiased. This custom is becoming, one might say, universal. 
We now have any number of statements prepared by account- 
ants each year, and we know of many instances where the monthly 
trial balances are prepared by accountants, who spend from a day 
to three days each month in going over the previous month’s busi- 
ness. At the end of the firm’s or corporation’s fiscal year, these 
accountants have an inventory prepared under their own super- 
vision, value the stock of merchandise themselves, audit the books 
thoroughly for the full year, and prepare an unprejudiced state- 
ment of the concern’s affairs.” 


Among other things, it should be the auditor’s business to see 
that all of the uncertainties in regard to cash, accounts receivable 
and the other items in the balance sheet are disposed of so that 
the statement may come before the bankers, or anybody else who 
has to use it as a basis for credit, without the necessity for further 
inquiry to know exactly where the business stood on the date of 
the statement. 


Opinions From NEw ENGLAND BANKERS 


In this connection you will be interested in a series of ques- 
tions which we sent out from our office several months ago to 
a large number of commercial banks in New England asking 
their opinion about certified balance sheets, and the effect that 
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an accountant’s certificate would have upon credit. The questions 
read as follows: 


Do you ever require that the balance sheets from prospective borrow- 
ers shall be certified by a public accountant? 

Do you find that any considerable number of your borrowers are 
voluntarily presenting certified balance sheets, or consulting you about 
doing so? Is the number of such borrowers growing rapidly or slowly, 
or not at all? 

Do you find an increasing number of notes offered by brokers accom- 
panied by balance sheets prepared by certified public accountants? 

Do you think that borrowers who regularly file certified balance 
sheets are likely to get better terms or more consideration than other 
borrowers? 

Do you observe that the important and well managed business enter- 
prises among your customers are giving an increased amount of attention 
to well planned accounting practice? Do you regard this as substantial 
evidence of good management? Is it to be expected that borrowers will 
consult with their bankers in a way that would give you an opportunity 
to advise about this matter? 

Do you feel inclined to give your customers definite advice in favor 
of regular audits and certified balance sheets, with or without the con- 
structive accounting service above referred to? 


We were astonished at the number of favorable replies that 
were received to the various questions, nearly all of the banks say- 
ing that they regarded attention to well planned accounting prac- 
tice as an evidence of good management. Most of the banks 
said that they felt inclined to give their customers definite advice 
in favor of regular audits and certified balance sheets. 


The following letters from some of the leading banks in Bos- 
ton represent the consensus of opinion which was expressed in 
answer to our inquiries. It is worthy of note that the four let- 
ters quoted are unanimous in saying that borrowers who present 
certified balance sheets are likely to receive more consideration 
than others. Two of the letters express the opinion that such 
borrowers are also likely to secure a better rate. 


MERCHANTS NaTIONAL BANK 


Dear Sirs: In answer to certain questions you left with me, I beg 
to say that we seldom require that balance sheets rendered to us by our 
customers shall be prepared by a public accountant. On the other hand, 
several do so of their own accord, and while we find those adopting this 
practice to be steadily increasing in number, they are as yet a compara- 
tively small percentage to the total number of our customers. 
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The number of notes offered by brokers with balance sheets certified 
to by a public accountant is also on the increase. Firms or corporations 
that are considerable borrowers of funds through brokers necessarily 
more often render certified statements than do those who do not have 
occasion to borrow in the open market. While broadly speaking perhaps 
it cannot be said that such certified statements entitle the borrower to 
obtain concessions in rate, yet I believe (between two equally = risks) 
the banker in nearly every instance will show a distinct preference tor 
the note that is accompanied by an audit prepared by a disinterested 
accountant in good standing. 

With the ever increasing scale upon which modern business is today 
being conducted, 7. accounting methods become as important to the 
ultimate success of a business enterprise as do the purchasing and sellin, 
departments. In short, good accounting is substantial evidence of g 
management, for by this means only can accurate costs be obtained. 


We naturally hesitate to offer our customers, who do not seek it, 
advice as to the methods of accounting that they shall pursue, yet when 
such advice is sought we do not hesitate to say that we believe it to be 
advantageous (both from the point of view of the borrower as well as 
the banker) to have an audit prepared by a public accountant at least 
once a year. 

Yours very truly, 
(Signed) Evucene V. R. Tuayer, President. 


Tue Sreconp Nationa, BANK 


Dear Sirs: Referring to your wish that we state our opinion of the 
questions in regard to the services of certified public accountants, I beg 
to say that I find quite a number of our borrowers furnish balance 
sheets certified by public accountants and possibly this number is slowly 
growing. Paper presented by note brokers here accompanied by state- 
ments certified by accountants, I think is likely to receive more consid- 
eration than those notes which are not accompanied by such balance 
sheets. I believe that today well managed business enterprises are givi 
increased attention to this matter, and in our opinion this is a substanti 
evidence of good management. 

While the personal element between our customers and ourselves 
still obtains to a large extent, and in making loans in certain cases we 
should not require certified accounts—at the same time the principle 
is a most desirable one and we believe that it is to the mutual advantage 
of both the customer and the bank to furnish such a statement. 

Very truly yours, 
(Signed) Tuos. P. Beat, President. 


Tue Nationa, SHAwMuT BANK 


Dear Sirs: Replying to your inquiries we beg to say that we seld 
if ever, have required borrowers to supply us with statements certifie 
by public accountants, although when opportunity offers we recommend 
audits by public accountants, and certified statements. It has become 
more and more the custom among large houses to have their accounts 
audited both for their own protection and for the purpose of giving 
their paper a better standing among bankers. We cannot definitely say 
that the firms who have their accounts so audited get lower rates of 
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interest but we think there is no doubt that their paper passes more 
readily and sometimes receives the preference over other paper. 

In these days of large business transactions which necessitate cor- 
respondingly large borrowing facilities, the firms and corporations are 
coming into closer relations with their bankers and are realizing more 
fully the desirability of careful and accurate accounting. The leading 
oe Hh are doing all in their power to encourage merchants and manu- 
facturers in improving their methods of accounting and bookkeeping, 
although they seldom feel like offering unsolicited advice. We believe, 
however, that the movement is progressing steadily, although somewhat 
slowly, and that the requirement for audited statements is as certain 
to come as the now well established requirement for annual statements 
from borrowers. 

Yours very truly, 
(Signed) F. B. Sears, Vice-President. 


First NaTionAL BANK 


Dear Sirs: Referring to your inquiry of the 4th instant, we do not 
as yet require that balance sheets from prospective borrowers be certified 
by a public accountant, although this is a condition that will probably 
some day be made by all of the larger city banks. A very considerable 
number of our borrowers are voluntarily presenting certified balance 
sheets, and the number of such is growing quite rapidly. We also believe 
that an increasing number of concerns who place paper through note 
brokers are having their statements certified to. 

The fact that a borrowing concern does file a certified statement has 
some effect upon the rate, and, generally speaking, it is apt to get more 
consideration in this connection from the average paper Serine bank. 

We believe that the best managed enterprises have been successful 
partly because of the attention given by them to up-to-date accounting 
methods, and that it is fully as important to a concern to safeguard its 
own accounting practice as it is to increase its volume of business. 
Whenever the opportunity occurs, we advise our customers to seek 
the services of an expert accountant, at least once a year. 

Very truly yours, 
(Signed) D. D. Mutr, Vice-President. 


WHEN THE BUSINESS IS A FAILURE 


There is one phase of the accountant’s work, however, which 
is of interest to every credit man no matter how humble his 
customers may be. Of course you are all interested to know 
that your customers keep the accounts necessary to make an in- 
telligent statement of their business if they honestly intend to do 
so, and where they do not make any statement at all, you are 
interested to know that they have seen the need of good ac- 
counting for their own information. But you sometimes make 
mistakes in granting credit. You find that after all your customer 


378 


Importance of Sound Accounting in Credit Relations 


is in financial difficulties, and sometimes, I am sorry to say, you 
suspect that he is not honest, and that he has been trying to cheat 
you and the other people from whom he has bought goods. 

I observe that the credit men in various parts of the country 
are getting together to prosecute the fraudulent failure, and that 
they are also getting together to straighten out the tangle which 
sometimes results when no fraud is intended. These are the con- 
ditions, I am sorry to say, that gave rise to the profession of 
accountancy, because it was when a business fell into financial 
difficulties that the need for having a correct statement of the 
accounts seemed to be most acute. In such circumstances, es- 
pecially if you are cooperating to save the business, it seems to 
me that there is a conspicuous opportunity for the experienced 
accountant to come in, to make an intelligent statement of the af- 
fairs of the business as he finds it, to see that proper accounts are 
kept during the period of readjustment, and otherwise to help 
in putting the new business on its feet. 


7 
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Workmen's Compensation Act of Washington 
By WILHELM JENSEN 


On October Ist, 1911, the Workmen’s Compensation Act in 
the state of Washington took effect. This act levies a tax on 
practically all industries in the state for a fund for injured work- 
men. In other words, the state takes the place of the accident 
insurance companies and makes it compulsory for the employers 
to keep their workmen insured. 

The commission has published a report covering eight months 
of its operation, and this report presents some very interesting 
features well worthy of study. 

Aside from the legal phases of the act—it has been attacked 
as being unconstitutional in several points—the first thing that 
strikes me is that the act, as a matter of course, was framed 
without consulting the accountancy profession. The basis on 
which assessments are levied is purely a matter of accountancy, 
and the commission appointed by the governor to investigate the 
problems of industrial accidents, reports: “The problem of ex- 
tremest difficulty with which we have been confronted has been 
the fixing of the rates of contribution.” That they have had 
other extremely difficult problems later is indicated in the report 
of June 30th, in which it is stated: “Notwithstanding the heavy 
expenses of a complete re-audit of employers’ payrolls for Janu- 
ary, February and March * * *” 

It is difficult no doubt to ascertain the proper rate of risks 
in the various industries, and help of course could not be ex- 
pected from those who could furnish statistics—the insurance 
companies—but I cannot help thinking that had public account- 
ants been consulted, they could and undoubtedly would have 
furnished valuable figures—or, still better, if all corporations 
were compelled to have their books audited each year by inde- 
pendent auditors, it would have caused but little trouble to 
compile fairly accurate rates. So far as the second difficulty 
is concerned, had professional auditors been employed for the 
first audit the difficulty would never have existed. 


The difficulties the commission had—and is still having—of 
fixing the proper rates are strikingly illustrated by the figures in 
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the report. The expense of applying the act is carried by the 
state, and the theory is that all moneys paid in by the employers 
must go to the injured. During the eight months in which the 
act has operated, the amount of $640,951.30 has been paid into 
the forty-two “classes” into which the fund is divided—$216,- 
435.21 has been paid out for claims—and $149,796.70 is retained 
as a reserve for approved claims—leaving an unappropriated 
balance in the fund of $274,719.39, or nearly 40 per cent. of 
amount paid in. 

The report states: “Calls are being made each month in 
classes one to nine. These are what are known as construction 
classes.” The status of these nine classes is, according to the 
report, as follows (clerical or printing error of $200.00 ex- 
cepted) : 


Estimated reserve on approved claims ............. 34,502.45 76,380.76 
Leaving im fond. $113,080.63 


equal to nearly 60 per cent. of money actually paid in. In other 
words, the state has appropriated this large sum of money from 
the constructing industries and is still appropriating. This may 
be all right for the state, but it seems rather unfair to the in- 
dustries. That the amount will eventually be paid out is only 
a poor consolation, and I am quite sure that the industries would 
prefer to handle their own money themselves. 

It is rather amusing to notice the pride with which the re- 
port states the fact that “in class forty-one, printers and pub- 
lishers, the preliminary call for three months at 1.50 per 
thousand, has produced a fund of $6,464.72 from which $717.35 
has been paid out for accidents.” This means, of course, that 
the printers and publishers in the state have, placed with the 
state some $5,700.00 and have lost control of this amount. 

The object of the act—to avoid the heavy expenses and un- 
savory litigations in connection with accidents, and to give the 
injured the full benefit of all contributions of the employer— 
should appeal to all, but the act should be applied in fairness to 
the man who pays the bill, and this can scarcely be done if the 
accountancy profession is left out altogether. 
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University of the State of New York 
33D AccouNTANT EXAMINATION 
COMMERCIAL LAW 
Thursday, June 27, 1912—9:15 a. m. to 12:15 p. m., only 


“The Regents of the University shall make rules for the examination 
of persons applying for certificates under this act, and may appoint a 
board of three examiners for the purpose * * * ” (Laws of 1806, ch. 
312, sec. 2.) 


Answer 10 questions but no more, selecting at least two questions from 
each group. Answers in excess of the number required will not be con- 
sidered. Do not repeat questions but write answers only, designating by 
number as in question paper. Check (v) the number of each one of the 
questions you have answered. Each complete answer will receive 10 
credits. Papers entitled to 75 or more credits will be accepted. 


Group I 

1 (a) Name the essentials of an enforceable contract. 
(b) What is the meaning of agreement? (c) How is it deter- 
mined when an agreement has been reached? (d) Why must 
the terms of an agreement be definite? 

2 What contracts require a consideration? What instruments 
have presumptive consideration? What is the effect of a seal 
at common law? 

3 Define (a) bill of exchange, (b) promissory note. What 
is a cashier’s bill of exchange? 

4 What is (a) real estate, (b) personal property? Define (a) 
land, (b) tenements, (c) hereditaments. 


5 What is a trade-mark? When is it property? What is 
goodwill ? 


Group II 
6 What effect does the death of a party have on a contract? 
What contract obligations do not revive after death? What is 
the efféct cf thé bankruptcy of a party to a contract? At common 
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law what was the effect of marriage on a woman’s contract? 
How it is changed by statutes? 

7 Mention three implied warranties in marine. insurance. 
What is general average? What is jettison? 


8 When should a cheque be presented? What is the result 
of delay? How should a cheque be sent by mail for collection? 
What is the effect if the holder has a cheque certified? If the 
drawer has it certified? May the holder of an uncertified cheque 
sue the bank? If a bank wrongfully dishonors a cheque has the 
drawer any remedy? 

Q State the duties of a partner toward his fellow partners. 
State his rights. Can one partner claim extra compensation? Can 
one partner withdraw? Can one sue the other at law? 

10 How is a corporation created? Explain what constitutes 
the charter when a corporation is formed under a general act. 
Enumerate the powers of a corporation. How much real estate 
may it hold? How may a corporation be dissolved? After dis- 
solution what is done with the assets? 


Group III 


11 B sells C 10,000 bushels of potatoes at 50 cents a bushel 
to be delivered in quantities of 500 bushels. B delivers 2,000 
bushels when C refuses to receive any more. (a) Assuming 
potatoes to be worth at the time of breach 60 cents a bushel, how 
much may B recover of C in case he sues C for breach of the 
contract? (b) How much may he recover if he disregards the 
express contract and sues for the value of the potatoes actually 
delivered ? 

12 C represents his building as “occupied as a dwelling house.” 
It is in fact vacant. Is the insurance valid? It is occupied when 
insured but afterward becomes vacant. Two days later it burns. 
May C recover the insurance? 

13 A note made by X is indorsed by A, B, C and D and is 
in the hands of E. E presents it to X and it is dishonored. E 
gives due notice to D who then gives due notice to B and the 
latter then gives due notice to A and C. Who are liable to E? 

14 D is a dormant partner in the firm of B and G. X does 
not know this. He sells goods to B and C. D afterward with- 
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draws. X then sells more goods to B and C. Is D liable on the 
first sale? Is he liable on the second? 

15 How is an agent liable to the third person on an unau- 
thorized contract? How is he liable if he deals in the name of 
a fictitious principal? How is he liable if he signs in his own 
name a sealed or negotiable instrument ? 


ANSWERS* 


1. (a) To be enforceable a contract must contain the fol- 
lowing elements: 
(1) An agreement. 
(2) Competent parties. 
(3) Sufficient consideration. 
(4) Lawful object. 
(5) Absence of fraud, mistakes or duress. 

(6) An agreement means the meeting of the minds of the 
interested parties in respect to the subject-matter of the con- 
tract. 

(c) An agreement is reached whenever the minds of the par- 
ties come together. An offer is made by one party—when the 
other accepts it, an agreement is reached. 

(d) The terms of an agreement must be definite in order 
that the court may, if necessary, be able to ascertain and enforce 
them. 

2. (a) All contracts not under seal require a sufficient con- 
sideration. 

(b) In all negotiable instruments the law presumes that suf- 
ficient consideration is present, although it may be shown that 
it is lacking. 

(c) At common law a seal is considered as evidence that con- 
sideration was present and no further evidence of consideration 
is necessary. 

3 (a) A bill of exchange is an unconditional order in writing 
addressed by one person to another, signed by the person giving 
it, requiring the person to whom it is addressed to pay on demand 
or at a fixed or determinable future time a certain sum in money 
to order or to bearer. A written order from A to B directing B 


* By THomas ConyNGTON, of the New York: Bar. 
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to pay C a certain sum of money therein named would be a bill 
of exchange. 

(b) A negotiable promissory note is an unconditional promise 
in writing made by one person to another and signed by the 
maker, engaging to pay on demand or at a fixed or determinable 
future time a certain sum in money to order or to bearer. Where 
a note is drawn to the maker’s own order, it is not complete 
until endorsed by him. 

(c) A cashier’s bill of exchange is a draft drawn by one 
bank upon another and payable on demand or at a future time. 

4. (a) Real estate is an interest in land at least equivalent 
to a freehold estate. It may be either an estate of inheritance or 
a life estate. “Such things that are permanent, fixed and im- 
movable and which cannot be carried out of their place; as lands 
and tenements.” 2 Bl. Comm. “Landed property, including all 
estates and interests in lands which are held for life or some 
greater estate.”—Wharton. 

(b) Personal property includes all property rights in land not 
equivalent to a freehold estate and all interest in corporeal move- 
able objects, incorporeal rights and all choses in action. 

(c) Land consists of the soil and things annexed thereto 
either by nature or by man. 

(d) By tenements we include not only land but rents, ease- 
ments and other rights and interests issuing out of or concerning 
land. 

(e) Hereditaments consist of anything that may be inherited 
by an heir from an ancestor. 

5. (a) A trade-mark is any distinctive mark, motto, device or 
emblem, which a manufacturer stamps, prints or otherwise affixes 
to the goods he produces, so that they may be identified in the 
market and their origin be vouched for. BLack’s Law Dictionary. 

(b) When the distinctive name, mark or device is designed 
and applied to some species of merchandise the user of it may 
then obtain a property right in it. The right depends on use. 

(c) Goodwill is the advantage acquired by an established 
business enterprise beyond the mere value of the capital invested, 
in consequence of the patronage it enjoys and the probability 
that this patronage will continue. 

6. (a) When the contracting party dies, the interest in any 
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contract which he may have entered into during his life passes 
to his executor or administrator, and his estate will be liable for 
his contract obligations. Contracts having a personal element, 
such as a poet’s agreement to write a poem, are excepted from 
these rules. 

(6) Contracts regarding personal service do not survive the 
death of either contracting party. 

(c) The bankruptcy of a party to a contract passes his rights 
and his obligations to his trustee. 

(d) At common law the marriage of a woman places the 
rights of her contracts in her husband. ' 

(e) Under statute, however, she may now make contracts in 
her own name. 

7. (a) The three implied warrants in marine insurance are: 
(1) that the ship is seaworthy; (2) That there will be no volun- 
tary deviation from the specified course; (3) That the adventure 
will be for a legal purpose. 

(b) General average is a contribution made by the various 
owners of a ship’s cargo toward a loss sustained by one owner 
whose property has been voluntarily sacrificed for the common 
safety. 

(c) Jettison is the throwing of property overboard to secure 
the safety of the ship. 

8. (a) A cheque must be presented for payment within a 
reasonable time after its issue. 

(b) A delay in presenting it will release the drawer from 
liability to the extent of the loss caused by the delay. 

(c) A cheque should be sent by the most direct mail route to 
the place where the bank is located. 

(d) If the holder has a cheque certified the drawer and en- 
dorsers are discharged from further liability and the bank as- 
sumes their position. 

(e) If the drawer has it certified the payee may still hold him 
as in the case of an accepted bill of exchange. 

(f) The holder of an uncertified cheque ordinarily has no 

. rights against the bank upon which it is drawn. If a bank 
| wrongfully dishonors a cheque, the drawer may sue for any 
injury caused to his credit. 


g. (a) It is the duty of a partner to exercise the highest good 
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faith, to exercise due care and skill in the transaction of the firm 


business, to conform to the partnership agreement, to consult — 


with his partner or partners in all important matters and not to 
carry on any other business to the prejudice of the firm business. 

(>) A partner has a right to participate in the management 
of the firm business, to his share of the profits, to access to the 
books and accounts and to indemnity if compelled to pay more 
than his share of the firm obligations. 

(c) A partner cannot claim extra compensation unless so 
provided in the partnership articles. 

(d) In a partnership at will any partner can withdraw at 
any time and dissolve the partnership. 

In a partnership for a specified term, any partner may with- 
draw, but in such case he would be liable in damages for his 
breach of contract. ’ 

(e) One partner cannot sue the other at law, but must seek 
relief in a court of equity. 

10. (a) A corporation is created by legislative enactment or 
by incorporation under general laws. This last is the usual 
method. Usually a certificate of incorporation in a prescribed 
form is signed and acknowledged by the incorporators and is 
filed in the office of the secretary of state and in the office of 
the county clerk in the county where it intends to have its gen- 
eral office. Such filing and the payment of certain prescribed 
fees and taxes make the incorporators a corporation. 


In some states the procedure differs and a commission must 
be secured from certain designated officials who must also ap- 
prove the articles of association and the corporation is then or- 
ganized under this authority. 

(b) When a corporation is formed under a general law its 
charter consists of its certificate of incorporation and all the 
statutes relating to such corporation taken together. 

(c) The usual incidental powers of every corporation are as 
follows: 

To sue and be sued. 

To use a seal. 

To buy, sell and hold property. 

To appoint directors, officers and agents. 
To make by-laws. 
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To dissolve itself. 
To make all contracts necessary for its corporate pur- 
poses. 

(d) It may hold such real estate as is necessary for the ac- 
complishment of its corporate purposes and such other real estate 
as may be permitted by the express terms of its charter or by 
the statutes of the state of incorporation. 

(e) A corporation may be dissolved by the expiration of its 
time limit; by a decree of court; by agreement of all the stock- 
holders, or by insolvency. 

(f) After dissolution all debts should be paid (including any 
outstanding bonds) and any balance remaining be distributed 
pro rata among the stockholders, due observance being given to 
any preferences of preferred stock. 

11. (a@) Nothing, unless the price of potatoes fell before the 
time for the other deliveries so as to cause a loss on the whole 
transaction, or unless he could show some other loss directly 
attributable to C’s breach of contract. 

(b) If he sues on a quantum valebat he could recover 60 
cents a bushel for the potatoes delivered and accepted. 

12. (a) “A description of a building as a dwelling does not 
amount to a warranty that it is occupied.” CLEMENT on Fire Ins. 
If the building were described in the policy as “occupied as a 
dwelling” this would seem to be a warranty that it was so occu- 
pied and his insurance would therefore be invalid. 

(b) C could recover, as under the form of policy in New York 
ten days must elapse when a dwelling becomes vacant before 
the policy would be voided. In some other states thirty days is 
required. 

13. X, D, B, and A are liable to E. Notice from a prior en- 
dorser would not hold C. 

14. D is liable on the first sale, but not on the second. 

15. (a) An agent makes himself personally liable whenever 
he exceeds his authority. 

(6) An agent makes himself a principal if he deals in the 
name of a fictitious principal. 

(c) If an agent signs his name to a sealed instrument or to 
negotiable paper he is liable as a principal. 
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(Continued ) 
By H. D. C.P.A. 


As some time must elapse between the beginning and com- 
pletion of the work of verifying some of the accounts, during 
which period other accounts must be taken up, to follow a 
programme when discussing auditing methods would prove some- 
what confusing. For this reason it is thought best that the 
suggestions in respect of verification methods be submitted sepa- 
rate from the programme. For convenience the accounts will 
be discussed in the order hereinbefore listed, first taking up the 
daily statement of the banking department. 


Cash in Hand 


The count of the cash has frequently been discussed in arti- 
cles upon bank examinations, but a few remarks thereupon may 
be timely. If the institution is a very large one, the accountant 
in charge of the audit should not undertake to assist in verifying 
the cash but devote his time to supervision of the assistants, 
a sufficient number of them being assigned so that all desks can 
be covered simultaneously. 


The count should be made immediately after the tellers have 
prepared their proof sheets for the day. Copies of the cash 
balances shown on the proof sheets should be made by the bank’s 
staff for the auditor’s use. In counting large quantities of cash 
the auditor should count it in bulk and compare his count with 
the tellers’ statement before proving the individual packages or 
testing or weighing coin. 

The question is frequently raised regarding the necessity of 
counting all of the cash. In a very large institution it would 
appear to be a waste of valuable time to count all the one and 
two-dollar bills, bags of quarters and halves. In such cases it 
will serve the purpose of the audit to count all currency of $5 
and over and test that of smaller denominations. Bags of coin 
can usually be weighed. However, it is often desirable in ex- 
amining small companies to count all cash in hand and in other 
instances it would be advisable to discuss this point with the 
clients. 
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The reserve cash is usually in the custody of one or more 
officers and as a rule consists of currency of large denominations 
and gold. If possible all the cash should be counted before 
leaving the company’s office on the day on which the audit is 
commenced. If this is impracticable the compartment contain- 
ing the reserve cash is sometimes sealed. The seals furnished 
by stationers are of little value and can be easily removed, the 
box opened, and the seals glued on again. If seals must be used, 
the auditor’s name should be printed thereon in indelible copying 
ink so that if moistened for the purpose of removing the ink 
will run. Seals are good only on painted vaults, as if used on 
highly polished nickel doors they will quickly dry and fall off. 

In any event, an assistant should be on hand in the morning 
when the vault is unlocked, and if the company is a large one 
an assistant should be stationed at the vault continuously until 
all cash and securities have been counted in order that he may 
have personal knowledge of everything placed in the vault and 
withdrawn therefrom. 


Cash Items 

Cash items should be listed showing the date of each item, 
details and amount, unless they are cheques on local banks which 
are not members of the clearing house, in which event the 
cheques and a verification form such as used by national bank 
examiners for clearing house items should be enclosed and the 
envelope sealed with wax by the auditor’s assistant. The old 
custom of carrying I. O. U.’s, returned cheques, and other items 
of a similar nature has been largely discontinued and it is ex- 
tremely rare to find a well-managed institution in which there 
are many uncurrent cash items. 


Exchanges for the Clearing House 


Verification certificates similar to those used by national bank 
examiners should be enclosed with each package of cheques 
for the clearing house and the envelope or bundles containing the 
cheques should be sealed with the seal of the auditor (wax), 
in order to prevent any tampering with the package before de- 
livery to the paying bank. Very little good can be accomplished 
by listing the cheques in the packages, as an auditor would be 
unable to detect any cheques that were not genuine. The better 
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plan is to address a verification form to the paying bank which 
states that the package is said to contain cheques amounting to 
$000.00, and request it to state whether or not it has paid 
cheques aggregating the amount contained in the bundle im 
which the verification is enclosed. The certificates should, of 
course, be mailed by the paying banks direct to the auditor’s 
office to prevent them from coming into the hands of any of 
the bank’s employees or officials. Any cheques returned should 
be examined, reason for return noted, and, if irregular, the items 
should be investigated. The company’s staff should furnish the 
auditor with a list of the exchanges, and the amounts entered 
on the verification forms should be checked against them. 


Due from Banks 

In cases where a pass book is used, the auditor should have 
the pass books settled as of the close of business of the day on 
which the audit is commenced and make reconciliations of the 
account as soon as the pass books are returned from the banks. 
He should also have a subsequent settlement made after a suffi- 
cient time has elapsed (generally four or five days), for the 
outstanding cheques to be presented. Cases have come to public 
notice in which tellers had obtained cash from other institutions 
knowing that the cheques would not be presented in time to be 
included in the first settlement. 

In addition to the reconciliations, a certificate should be ob- 
tained from each bank stating the balance to the credit of the 
company. If statements are furnished the company in lieu of 
pass books, the auditor should obtain statements of the current 
accounts covering the period from the date of last statements 
rendered to, say, five days subsequent to date of audit. A recon- 
ciliation can be made of each account at the date of audit and 
the fact of payment of outstanding cheques and credit of remit- 
tance letters in transit be verified by checking the items on the 
statements. Miscellaneous cheques sent to banks which do not 
have a balance with the company for collection and remittance 
should be verified by mailing verification forms, showing a list 
of the uncollected items, to the remitting banks. As numbers of 
remittances usually are in transit, the drafts received during the 
first few days of the audit should be examined and checked 
against the company’s detail records (carbon copies of remittance 
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letters) for several days after the commencement of the audit. 
This examination together with the certificates covering items 
for which remittance has not yet been made will furnish proof 
of the miscellaneous amounts due from banks. 

If the company’s banking business is small, the verification 
of the items just mentioned will not present any difficulties, but, 
on the other hand, should the company be one of the large New 
York or Chicago trust companies, the auditor should be familiar 
with the methods of handling such items by the transit and mail 
departments of the large banks. This knowledge is essential, for 
the reason that if the required data are not obtained on the first 
day of the examination and good “follow-up” work done on 
items aggregating two or three million dollars satisfactory veri- 
fication will be exceedingly difficult. 


Demand Loans 

In the majority of instances demand loans of trust companies 
are secured by collateral consisting of bonds and stocks. The 
collateral notes and securities should be compared with the loan 
records (or preferably a schedule prepared therefrom) and in 
all cases wherein they do not agree with the collateral specified 
in the body of the note the borrower should be asked to certify 
to the correctness of the items of collateral. Such differences 
are generally occasioned by reason of substitutions of collateral. 
In large city banks substitutions are very numerous and it often 
happens that none of the original collateral is on hand at the time 
of the audit, making it necessary to verify the majority of the 
collateral loans. 

It is a good plan to request the trust company officers to have 
their staff prepare the loan verifications, and also to furnish the 
auditor with a list of loans and collateral. This greatly facili- 
tates the work, as it is manifestly easier to check the items after 
the list has been prepared than to prepare the list from records 
with which one is unfamiliar. 

After the inspection of securities and the mailing of verifica- 
tion forms the collateral should be valued and the margins care- 
fully examined. Prices in most cases can be found in the daily 
papers and financial journals. However some items may require 
considerable investigation before a value can be estimated and 
time can often be saved by obtaining from the company’s offi- 
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cials such information as they possess. Loans which have not 
sufficient margin should be brought to the attention of the com- 
pany’s officers and if a loss is probable a reserve should be set 
up out of profit and loss. 


Time Loans 

Many of the time loans are covered by collateral consisting 
of securities, and the same method of verification as suggested 
for demand loans is recommended. Very often a portion of the 
collateral will be in the form of syndicate participations, the 
syndicate managers holding the collateral pledged. Copies of 
the syndicate agreements should be examined. The valuing of 
such collateral is at times no easy task and good judgment and 
a knowledge of financial affairs are essential. The purpose of 
the examination must control, to a considerable extent, the time 
spent on the investigation of such collateral. 


Bills Purchased 

Bills purchased, which are frequently notes discounted for 
dealers, should be listed (using an adding machine), and if prac- 
ticable the makers should be consulted. Verification by corre- 
spondence is unnecessary in cases where the bills payable of a 
corporation are registered by a trust company. Notes payable 
at other banks are sent for collection before maturity, making 
necessary the sending of verification forms to the collecting 
banks. Also test the bills purchased by selecting, say, ten per 
cent. of the total number and checking the credits passed to the 
dealers’ accounts. 

A plan which has worked well and is helpful alike to auditor 
and company is to call a committee of the directors together for 
the purpose of inspecting the commercial paper and discussing 
the financial responsibility of the various discounters and makers. 
This serves to bring out information regarding loans that can 
be obtained in no other way and if supplemented by careful 
inquiries and a knowledge of the proper official authorization of 
all purchased paper the auditor will be in a position to form a 
conclusion as to the worth of the loans. 


The auditor should ascertain the aggregate amount of com- 
mercial paper becoming due each month. As a rule this informa- 
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tion can be obtained quite readily and it serves to show whether 
or not this item of assets is as liquid as it should be. 


Bonds and Stocks 

The company should supply a schedule of all securities owned, 
showing quantity, title of bond or stock, maturity, interest or 
dividend periods, rate and book value. After comparison with 
the company’s records and comparing the total with the daily 
statement the bonds and stock certificates should be inspected 
and compared with the schedule. The estimated market values 
should be noted opposite the book values, and if the book values 
exceed the market values the conservative course would be to 
provide a reserve out of profit and loss to cover market fluctua- 
tions. In preparing the balance sheet the reserve should be de- 
ducted from the aggregate book values of the securities. 

If the audit is a periodical one, all purchases and sales of 
investment securities should be listed and compared with the 
minute book of the committee having oversight of the company’s 
investments for the purpose of ascertaining that all transactions 
have been duly authorized. 


The above remarks do not apply to companies conducting 
bond departments, the manager of which is usually an officer, 
but even in such companies the purchase of a large block of 
bonds would require approval of more than one officer. 

For balance sheet purposes, companies conducting bond de- 
partments should state the bonds and stock owned at market 
values. It is customary for stock brokers so to value their hold- 
ings, the prices used being the last sale prices for the day, less 
fractions; if no sale occurs the bid prices are used, omitting frac- 
tions. There are some trust companies holding bonds and stocks 
solely for the income derived and it is only fair to treat such 
holdings at their investment values, viz., cost, adjusted by amorti- 
zation. 

For the purpose of forming an opinion of the workings and 
conduct of the bond department the detail security accounts 
should be examined and the activity of the accounts noted, as 
well as the classes of bonds carried. Definite instructions, how- 
ever, cannot be given that, if followed, would enable one to 
judge whether or not the bond department is well managed. 
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Familiarity and experience with the stock and bond markets are 
necessary for this purpose. 


Mortgages on Real Estate 

The company should furnish the auditor with a schedule of 
all mortgages on real property, the schedule to show names 
of mortgagors, description of property, maturity, interest periods, 
rate of interest, amount of mortgage, prior liens (if any), value 
of property, improvements and amount of fire insurance carried. 
This schedule should be checked against the subsidiary records 
and compared with the general ledger, after which the mortgage 
papers should be compared therewith. Any arrears in interest 
payments should be noted on the schedule. 

If an initial examination, the appraisals of the mortgage 
properties should be examined. It is also helpful to know some- 
thing about the parties who make the appraisals. In making 
semi-annual or annual audits the auditor should examine care- 
fully all authorizations and information obtained regarding mort- 
gages purchased during the interval between audits. 


Real Estate 

If real estate, other than the company’s office building, is 
owned, the auditor should obtain a schedule showing all such 
properties, improvements thereon, cost, book value, assessed 
value, rentals, etc., and compare the descriptions with those 
found in the deeds. Inquiry should be made as to how the prop- 
erties were acquired, whether by purchase or in payment of debts 
due the company. If the real estate is carried at a value higher 
than a conservative man, competent to estimate real estate values, 
would consider it worth, the excess of book value over appraised 
value should be written off against undivided profits. 

Tax receipts should be produced by the company for in- 
spection and if there be any liens or mortgages against the prop- 
erty the interest payments should be vouched. In examining the 
accounts, note the gross and net income derived from the prop- 
erty for, say, two years. 

The details of real estate will, in all likelihood, be found in 
the records of the real estate department. 


Furniture and Fixtures 
Many trust companies and other financial institutions charge 
395 


| 
| 

| 


The Journal of Accountancy 


all furniture and fixtures against profit and loss accounts, and 
carry this asset at one dollar, but there are some companies 
which charge all purchases of new equipment at cost and fail 
to write off any depreciation. Although the furniture and fix- 
tures account is generally small as compared with other assets, 
it is undesirable to carry this item at full cost. In the case of 
a new company, it is not to be expected that the whole cost will 
be charged against the first year’s profits, yet the customary 
percentage of depreciation for furniture and fixtures should be 
written off. 


Accrued Interest Receivable 

Many companies do not take up the interest on investments 
and loans as it is earned, but credit the interest account with the 
coupons and other items when paid. This method does not show 
the true earnings for any given period. It might be mentioned 
in passing that companies adhering to this practice are becoming 
fewer every year. 

Generally, it will be sufficient to test the correctness of this 
item, which can be done by calculating the interest on bonds, and 
on the real estate mortgages and using an average rate for the 
loans. The accrued interest on the securities and mortgages 
should be entered on the asset schedules, opposite the individual 
items. If the company shows the net accrued interest (interest 
accrued less interest paid in advance on time loans and commercial 
paper) an additional calculation will be required. When verify- 
ing this item, the auditor should be sure that the company does 
not include any interest on bonds of corporations which are 
in default in their interest payments. If the company does not 
take up the accrued interest, a note to this effect should appear 
on the balance sheet. 


Accounts Receivable 

For the most part this asset represents accounts due by reason 
of business of the trust and real estate departments and should 
receive the attention usually given such accounts in other busi- 
nesses. 


Foreign Exchange 
The item Foreign Exchange appearing as an asset usually rep- 
resents the capital furnished to the foreign department. 
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Suggestions in regard to verification of the accounts of the 
foreign department will be discussed after the accounts of the 
banking department have been considered. 


Individual Deposits 

The use of statements for current chequing accounts is rap- 
idly displacing the old pass-book system. While the adoption of 
the statement plan sometimes means a slight increase in expense 
for clerical help and postage, the more progressive banks and 
trust companies know that the regular monthly verification of 
the deposit liabilities is infinitely superior to the unsatisfactory 
check obtained by balancing pass books at irregular intervals. 
The statements are usually written up by clerks having no con- 
nection with the department in which the deposit ledgers are 
kept and at the close of each month the balances are checked 
and the statements mailed to the company’s depositors. If the 
company uses statements, the balances should be noted thereon 
by the bank’s staff, checked against an adding machine list by 
the auditor and also mailed under the supervision of the auditor. 
With each statement an acknowledgment and return envelope 
addressed to the auditor should be enclosed. The list of balances 
should then be compared with the deposit ledgers and the ag- 
gregate compared with the general ledger. 

In small trust companies using pass books it will very often 
be found impracticable to attempt a verification of the accounts 
by calling in all books for settlement, owing to the expense in- 
volved and the character of the depositors. In some localities 
the receipt of notice to send in the pass books would produce 
uneasiness on the part of some of the depositors and a large 
number would fail to respond. Effectively to verify deposit ac- 
counts in companies using pass books makes it necessary for 
one of the auditor’s assistants to be assigned to the duty of 
receiving and delivering all pass books and making a record of 
the names, dates and amounts of the balances. To verify several 
thousand accounts in this manner requires several weeks’ work. 

In cases where the deposit accounts are not verified the auditor 
should qualify his certificate. 


Bank and Trust Company Deposits 
Statements are rendered covering practically all accounts of 


397 


| 


The Journal of Accountancy 


banks and trust companies and these should be listed, verification 
forms enclosed and mailed in the same manner as suggested for 
statements of individual accounts, the only difference being in 
the verification form which should be a reconciliation blank simi- 
lar to the kind used by all large banks and trust companies. 


Certified Cheques 

A list of certified cheques should be obtained and checked 
against the entries in the acceptance book. Each day as the 
cheques are paid they should be examined and checked against 
the list. 


Certificates of Deposit 

It is customary to list the outstanding certificates from the 
stubs of the certificate book, or, if no stub is used, to list the 
open items appearing in the certificate register. This checking, 
of course, does not constitute a verification and in certain circum- 
stances it might be desirable to communicate with the depositors. 
If periodical audits are made, the certificates which are outstand- 
ing at the previous audit will, for the most part, have been paid 
during the interim and should be compared with the audit papers 
of the previous audit. 


Savings Deposits 

The accounts of savings deposits are usually kept on cards, 
and drawing off an adding machine list of the balances will 
indicate whether or not the individual accounts are in balance 
with the general ledger. Except in certain localities it is im- 
practicable to verify savings deposits by communicating with the 
depositors, so that the auditor must rely largely upon the safe- 
guards used in accepting deposits and making payments to 
depositors. 

The auditor should examine carefully the methods used and 
the checks upon the receipt and disbursement of moneys, 1. é., 
whether or not one employee can complete a transaction. Also 
the frequency of balancing the ledgers and the care exercised in 
comparing the pass books with the accounts when they come into 
the company’s possession. 


Special Deposits 
No hard and fast rule can be laid down covering the verifica- 
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tion of special deposits. Each item or class of items must be 
checked in such a manner as will leave no doubt in the mind of 
the auditor that the amount stated is correct. 


Dividend Cheques Outstanding 

The unpaid dividend cheques can readily be ascertained by 
examining the numbers of all paid cheques, listing such numbers 
as are missing, and afterwards adding the amounts to this list, 
the aggregate of which should agree with the balances shown 
by the general ledger. 


Taxes Reserve 

Some companies set aside, every month or every quarter, 
amounts which should approximate the necessary proportion of 
the annual taxes. Very often insufficient care is used in ascer- 
taining the correct proportion and the amount reserved is fre- 
quently either understated or overstated, making it necessary for 
the auditor to adjust the accounts in order that the correct 
amount may be stated in the balance sheet. 


Accrued Interest Payable 

There are very few companies which do not pay interest on 
deposits. Many of them allow a fixed rate, usually two per cent., 
to accounts subject to cheque. In such cases it is quite a simple 
matter to estimate the accrued interest by abstracting the daily 
balances from the general ledger covering the period since the 
last credit of interest to depositors and calculate the interest for 
one day on the total balances. If there are many small non- 
interest bearing accounts, a deduction will be necessary. In all 
well-managed trust companies will be found records used for 
determining the accrued interest. 


Capital Stock 

A great many trust companies have appointed registrars for 
their capital stock. In such cases this item can be verified by 
obtaining a certificate from the registrar. In examining com- 
panies not having a registrar this item cannot be verified, as 
the mere checking of stubs and certificates with the stock ledger 
simply proves the clerical accuracy of the records submitted to 
the auditor and does not prove that there are not other stock 
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certificate books from which certificates have been fraudulently 
issued. 


Surplus—Undivided Profits—Earnings and Expenses 


The interest earned represents interest on bonds owned, divi- 
dends on stocks, interest on mortgages, interest on demand loans, 
time loans and bills purchased, and interest on bank balances. 
If the company accrues its interest every month and the balances 
shown by the accrued interest accounts are correct at the be- 
ginning and end of a given period, in the absence of any fraud 
in the credit of interest received the credits in the aggregate must 
necessarily represent the true interest earnings. 

The dividends which ought to be received on stocks owned 
should be ascertained and the credits to the interest account ex- 
amined in order that the auditor may know that all dividends 
have been properly credited. The credits representing coupons 
collected should also be examined and compared with what 
should have been received as shown by the schedule of securities 
owned. Interest on bank balances can readily be verified by 
examining the statements received from the company’s reserve 
agents. 

Profits or losses from sales of securities owned should be veri- 
fied by examining the memoranda received from the brokers 
making the sales. 

Some companies credit trust commissions daily, while others 
enter these items once a month or semi-annually. The correct- 
ness of the credits appearing on the banking department general 
ledger as earnings of the trust department should be thoroughly 
tested by an examination of the trust department books. A test 
should also be made of the correctness of the earnings of the 
foreign exchange, real estate, and safe deposit departments and 
the operating expenses of the company should all be vouched. 

A detailed examination of the profit and loss account need 
only be made when the auditor is conducting a periodical ex- 
amination or at the request of the clients. 

(To be continued) 
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EDITORIAL 
Depreciation and the Federal Excise Tax 


The decision of the district court for the District of Col- 
orado in the case of Stratton’s Independence vs. F. W. Humbert, 
Collector of Internal Revenue, following the decision of the 
district court for the southern district, New York, in the case 
of the United States vs. Nipissing Mines Company leaves the 
question of depreciation under the federal excise tax law in 
a very unsatisfactory position as regards mining companies. In 
the latter case it has been held that the value in the ground of ore 
extracted cannot be charged off as depreciation in arriving at net 
income; in the earlier case, it was held that it could be so 
charged off. 

Proper disposition of the question of depreciation is a difficult 
problem in the administration of the law and it was to be expected 
that a certain amount of confusion and some hardship in indi- 
vidual cases would result before the principles governing the 
treatment of the allowance could be permanently established and 
generally understood. In the Stratton’s Independence case the 


court discussed three questions, two of which are of interest to 
accountants : 
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(a) The meaning of “net income” as used in the statute; and 

(b) The meaning of “reasonable allowance for depreciation 

of property” therein used. 

Upon the first point it held that the net income of a mining 
property for the purpose of dividends was not affected by the 
so-called waste of property by reason of the extraction of ore in 
place and that, therefore, the net income for the purpose of an 
excise tax should not in general be affected thereby. This sounds 
a reasonable argument, although probably the experienced mining 
investor fully realizes that his dividends represent in part a 
return of capital and makes his own provision for exhaustion. 
Incidentally, however, it may be noted that in support of the 
premises of its argument the court referred to a number of 
English decisions, such as the well known case of Lee vs. Neu- 
chatel Asphalt Co., Ltd., which have never been considered 
sound by accountants, and the authority of which has fortunately 
been much impaired by later decisions of the higher English 
court in somewhat similar cases (e. g., Bond vs. Barrow Hae- 
matite Steel Co., Ltd.). Moreover, if these decisions proved any- 
thing it would seem to be that the amount divisible by an English 
company may be determined on rules altogether different from 
those outlined either in the act creating the excise tax or in the 
regulations promulgated thereunder. 

On the second question, as to the effect of the specific provi- 
sion in the act providing for a reasonable allowance for de- 
preciation of property, the court discussed both the intent of 
congress and the common interpretation of the term depreciation 
in relation to mining companies. On the first point it concluded 
that to allow for exhaustion of minerals would result as a rule 
in there being little or no income to be assessed by the govern- 
ment and argued that in view of the very liberal system of our 
government in regard to the acquisition of mining properties 
and the exceptional benefits derived by mining companies from 
the use of corporate functions it could not have been the inten- 
tion of congress to afford these companies any such practical 
exemption from the operation of the act. 

This whole argument is far from persuasive. Under proper 
regulations there is no reason why there should not be substantial 
income of mining companies taxable under the law. There 
would, of course, be no such taxable income if the value of the 
minerals in the ground were calculated at their realizable value 
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less the costs of and incidental to their extraction. The rules 
which had been promulgated by the Treasury department prios 
to the decision, however, stated clearly that no such basis would 
be accepted, and under these rules there would ordinarily be 
considerable taxable income, as will be seen from the following 
extract: 


“Values, as aforesaid, should not be estimated on the basis of the 
assumed salable value of the output under current operative conditions, 
less the actual cost of production, because, as hereinbefore stated, the 
selling price under such conditions comprehends a profit both for carry- 
ing the investment in minerals, improvements, and working capital, and 
for conducting operations in respect of production and disposal of 
product. The value to be determined as stated must be on the basis of 
the salable value of the entire deposit of the aggregate units of minerals 
considered en bloc if disposed of in that form.” 


Certainly the argument based on the low cost of obtaining 
titles to ore lands must seem very unconvincing to a corporation 
which has paid (as we believe the Stratton’s Independent, Lim- 
ited, did) many millions of dollars in cash for the ore in the 
ground. 

As to the general understanding of the term “depreciation” 
the court considered that it did not cover exhaustion of minerals, 
although it accepted as the ordinary definition of depreciation 
“the lessening of value.” Its arguments on this point were based 
largely on the uncertainty of mining and the possibilities of de- 
veloping ore bodies not known to exist. The uncertainties and 
possibilities undoubtedly exist, more especially in the case of 
mining companies engaged in mining precious metals, but it 
would seem that such matters can be adequately dealt with by 
regulation under the act without taxing the stockholders on what 
is merely a return of their capital in cases where such possibili- 
ties are not realized. The regulations of the department do in fact 
provide in an apparently adequate manner for cases where new 
ore bodies are discovered. : 

Altogether the argument of the court does not seem adequate 
to offset the manifest injustice of taxing a company which has 
paid, say, $2,000,000 for its properties, and recovered as a result 
of mining operations the net sum of $2,500,000, upon the whole 
$2,500,000 as income where its real profits are clearly not more 
than $500,000. 

It may also be pointed out that, especially in the case of com- 
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mon minerals, mining is today much more of a commercial and 
less of a speculative enterprise than it formerly was. The amount 
of available coal in a given area and its value can both be esti- 
mated fairly closely and proper provision for writing off the 
investment therein can usually be calculated with even greater 
accuracy than the proper allowance for depreciation of build- 
ings, plants and equipment. 

Whilst on the subject of depreciation it may be well to refer 
to a Treasury ruling which has given rise to much uneasiness 
and criticism, namely—that which appears in T. D. 1742 as 
decision No. 84. 


“Deduction on account of depreciation of property must be based on 
lifetime of property, its costs, value, and use, and must be evidenced by a 
ledger entry and a like reduction in the plant and property account with 
respect to which the depreciation is claimed.” 


On the basis of this ruling many Treasury agents have no- 
tified corporations that depreciation could not be allowed if the 
amount was set up as a credit balance instead of being actually 
deducted from the asset account. It is understood, however, that 
this is not the intent of the rule but that the position of the de- 
partment is simply that depreciation to be admitted must be 
recorded unequivocably on the books as such. The cases which 
the rule was intended to reach were those in which a company’s 
officials had claimed deductions for depreciation in making their 
return for taxable income and at the same time had reported to 
the stockholders that there was no depreciation and similar at- 
tempts to face both ways on the subject. Without regard to the 
question of the legality of the department’s position in this mat- 
ter, accountants will undoubtedly be in hearty accord with the 
endeavor to make corporations face the facts fairly and squarely. 


What is Six Per Cent? 


One of the characters in a play now enjoying well-deserved 
popularity, on being told by her engineer admirer that he has 
invented a process which will reduce the weight of steel five per 
cent naively asks: “What is five per cent?” 

A similar query is suggested by a perusal of a bill introduced 
in congress (Senate bill 7371) to establish as the maximum rate 
of compensation to railroads for carrying the mails the cost of 
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the service “and six per centum of such cost.” This bill is 
apparently based upon the report of the Postmaster General 
(H. D. 105) in which he calculates the fair compensation for 
the various railroads by distributing the expenses and taxes as 
between mail and other services and adding to the costs as- 
signed to the mail service an amount equal to six per centum 
thereon. 

It is not proposed to discuss the soundness or fairness of the 
distribution of expenses at the present time—although THE 
JouRNAL would welcome discussion thereof, as the subject is not 
only one on which its readers should be peculiarly well-fitted to 
express opinions, but is also a phase of one of the most interest- 
ing questions now before the public, viz: rate regulation and the 
relation of the cost of service to the charges therefor. But, 
assuming the distribution to be correct, what is the significance of 
the addition of six per cent? The natural assumption is that it 
is intended to cover return on investment; but it scarcely 
seems possible that a cabinet minister of the standing of the 
Postmaster General would lend his sanction to a method of de- 
termining a fair allowance for return the absurdity of which 
must be obvious to any student of railroad finance. 


The basis for calculating a fair return or profit must clearly 
be the amount of the fair investment. Doubtless there is room for 
much discussion as to precisely what is the fairest way of deter- 
mining the investment; but what can the cost of operation have 
to do with the question? It will be at once apparent that the 
poorly equipped and expensively operated road under this plan 
scores doubly: first, in that it receives a larger compensation for 
identical service; and, second, in that it has a smaller investment 
upon which to apply the profit it receives. This is one of the 
minor defects of the method, but it is scarcely worth while to 
point out others in view of the illogical and meaningless character 
of the entire scheme. 


It may be worth while, however, to consider briefly its prac- 
tical effect. It is not possible to arrive at even approximate figures 
for the railroad investment of a country as a whole, but a single 
illustration will show the general effect of the Postmaster Gen- 
eral’s method applied to the entire business of a railroad. In the 
case of A. E. Buell vs. Chicago, Milwaukee and St. Paul Railway 
Company the Wisconsin commission found the investment of the 
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railroad company in Wisconsin to be $62,970,177 and its operat- 
ing expenses and taxes for a year $9,470,444.94. An allowance of 
six per cent on the operating expenses and taxes would therefore 
amount to $568,226.70 or a net return of rather less than 
1% upon the investment. The percentage would vary with dif- 
ferent roads, but that it would be utterly inadequate in all cases 
scarcely needs further demonstration. 

The question of railway mail pay is clearly one deserving care- 
ful investigation. The Postmaster General and many others 
claim that at present it is excessive; many roads are equally in- 
sistent that it is inadequate; and the coming of the parcel post 
invests the question with new imnortance. The interest of the 
Post Office department in the matter should be to see that it is 
made neither excessive nor inadequate. Any pronouncement by 
the Postmaster General on the question naturally carries great 
weight and is accepted as conclusive by many who have not the 
opportunity nor perhaps the inclination to study the facts and 
figures upon which it is based. It is therefore much to be re- 
gretted that any calculation or recommendation by the depart- 
ment should be based on a method which is so clearly illogical 
and inequitable. 

Railroads have sometimes been accused in the past of a lack 
of fairness in preparing statements for rate case purposes. There 
is a story of a new president to whom were submitted statements 
prepared in a passenger rate case showing the passenger business 
to result in a loss, and a little later statements for a freight rate 
case showing a similar condition for the freight business. He 
inquired in a puzzled way: How does the road manage to pay 
six per cent dividends? The charge may or may not be well 
founded, but even if it were proven the country would not of 
course expect the department to meet the railroads with the same 
tactics. It is unbelievable that the department would adopt a 
basis which it knew to be unfair, and no one probably will sug- 
gest that it has done so; but the only alternative explanation that 
the method was adopted without an appreciation of its defects— 
or in other words, without adequate consideration—is scarcely 
flattering. 

In any case the railroads would seem to be entitled to vary 
slightly the question which Emity Reap asks ARTHUR PREECE 
in Milestones and ask the department: “What is this six per 
cent ?” 
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ConpbucTEp sy JoHN R. WitpMan, M.C.S., C.P.A. 


No. II 


The American Chocolate Company was organized by James 
Phipps, Henry Borman, and William Jennings, who signed the 
certificate of incorporation and subscribed for ten shares each. 
The certificate of incorporation was filed by the secretary of the 
state of New York on July 1, 1912. The authorized capital stock 
was $100,000 divided into one thousand (1,000) shares of the 
par value of $100 each. The subscribers paid for their stock 
on July 1st. The organization tax and filing fees amounted to 
$54.20. 

The shares of stock issued to the incorporators were numbered 
I, 2 and 3, in the order in which the names appear above. Dur- 
ing the six months subsequent to July 1st the following trans- 
actions took place. 

July 23d, J. F. Dominick bought 100 shares and received cer- 
tificate No. 4; August roth, A. J. Hudson subscribed for 5 shares 
and paid 25% on account; August 20th, the incorporators sub- 
scribed for 500 shares and paid 25% on account; August 28th, 
certificate No. 5 for 100 shares was issued to A. E. Pratt for 
land; September 4th, paid contractor $5,000 on account of build- 
ing contract of $40,000; September 10th, incorporators paid 25% 
on account of stock; September 12th, paid contractor $15,000; 
September 14th, issued certificate No. 6 for 50 shares to R. E. 
Holmes for patents on machinery; September 17th, bought ma- 
chinery for $10,000, paying $5,000 on account and giving notes 
for the balance; September 20th, Dominick sold 25 shares to 
James Powers (new certificates No. 7 and No. 8); September 
24th, incorporators paid balance due on stock, except Jennings, 
who gave a note for $5,000 for part of the amount due from him; 
certificates were issued—No. 9 to Phipps for 200 shares, No. 10 
to Borman for 200 shares, and No. 11 to Jennings for 100 
shares; October roth, paid balance on building contract ; October 
12th, William Mortimer, attorney, rendered a bill of $500 for 
services in connection with the organization of the company; 
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October 14th, H. Britton subscribed for 15 shares of stock and 
paid 50% on account; October 18th, Dominick sold 5 shares each 
to D. Reed, H. Robinson, and F. Stone (new certificates No. 12, 
No. 13, No. 14, No. 15) ; October 30th, Hudson refused to make 
further payments on his subscription and it was cancelled ; Octo- 
ber 31st, Borman pledged 100 shares of his stock as collateral for 
a personal loan of $5,000 from the Park National Bank. 
From the foregoing prepare: 


(a) Formal journal entry opening the general books (debit- 
ing capital stock unissued and crediting capital stock 
authorized). 

(b) Skeleton ledger accounts showing the transactions on the 
general books. 

(c) General balance sheet, October 31, 1912. 

(d) Stock book as required by law. 

(e) List of stockholders, showing number of shares held by 
each, October 31, 1912. 


SOLUTION To ProBLEM No. II 


A careful persual of the problem together with the require- 
ments shows that the stock records as well as the financial records 
are involved. For the purpose of demonstration the problem will 
therefore be divided into two parts, namely, that dealing with the 
entries affecting the financial transactions and that dealing with 
the stock record and entries. 

The authority for corporate existence is the charter. The 
charter sets forth the amount of the authorized capital stock 
The corporate existence begins with the official act of filing the 
certificate of incorporation which is the function of the secretary 
of state. For example, although a given certificate of incorpora- 
tion might be signed and executed by the incorporators on July 
I, if the certificate were not officially filed by the secretary of 
state until July 5, the life or legal existence of such corporation 
would not begin until the latter date. The law in New York 
prescribes that the filing and recording fees (filing $10, record- 
ing I5¢ per 100 words) shall be sent to the secretary of state while 
the organization tax (50c per $1,000 of the authorized capital 
stock) shall be paid to the state treasurer. 
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There may be raised at this point the very interesting question ; 
“How can a corporation have funds and make payments before 
its legal existence begins?” The question may be answered by 
stating that the difficulty is overcome in at least three different 
ways. Many incorporators deposit with their attorney, who pre- 
pares the papers and attends to the incorporating, a sum to be 
used for this purpose. It may be remarked incidentally that the 
work of preparing the papers belongs to the lawyer and is uni- 
versally conceded by the best opinions to be without the province 
of the accountant. In other cases a sufficient sum is advanced, 
in trust as it were, by one or more of the incorporators, to the 
person charged with carrying out the formalities of attending to 
these payments. In still other cases, the incorporators pay for 
all or a part of their stock subscriptions in advance under the con- 
ditions previously named. 

We come now to the method of making the opening entries. 
Two methods must be recognized. One consists in setting up the 
authorized capital stock as of the date the corporate life begins. 
This may be called the formal method. The other consists in 
making a memorandum entry at such time, but deferring the 
opening of a capital stock account until such time, and in such 
amounts, as the stock is issued. This is known as the pro forma 
method. Needless to say accountants differ in their preference. 
The public service commission of New York and the Interstate 
Commerce Commission require the formal method. One of the 
leading members of the accounting profession recently character- 
ized it as absurd. The author modestly recommends it since on 
several occasions he has spent hours and in one case actually days 
in trying to ascertain the authorized capital stock. In all of these 
cases the information was essential to a comprehensive report. It 
is proposed in these problems to treat of both methods, since it is 
the desire to present at all times as many phases of a situation 
as possible rather than express personal opinions. In this prob- 
lem, however, the formal method will be used since it is one of 
the requirements of the problem. The entries follow: 


1912 
July 1 Capital stock unissued ................... $100,000.00 
To capital stock authorized .......... $100,000.00 


To record the organization of the Ameri- 
can Chocolate Company incorporated under 
the laws of the state of New York, July 1, 


409 


4 


July 23 


Aug. 10 
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Aug. 28 
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1912, with an authorized capital stock of 
$100,000 divided into 1,000 shares of the 
par value of $100 each. 


Subscribers to capital stock .............. $ 3,000.00 
To subscriptions to capital stock..... $ 3,000.00 


For 30 shares of stock subscribed for by 
the incorporators. 


eed $ 3,000.00 


Stock paid for by incorporators. 


Subscriptions to capital stock............ $ 3,000.00 
To capital stock unissued ............ $ 3,000.00 


For 30 shares of stock issued to incor- 
porators upon payment therefor. 


Organization expense 3 54.20 
For organization tax and filing fee. 
To capital stock unissued ........... $ 10,000.00 


For 100 shares of stock issued for cash. 


Subscribers to capital stock ........... 500.00 
To subscriptions to capital stock...... $ 500.00 


For subscription to 5 shares of stock. 


-$ 125.00 
To subscribers to capital stock........ $ 125.00 
For 25% paid on account of above stock 
subscription. 
Subscribers to capital stock ............. $ 50,000.00 
To subscriptions to capital stock...... $ 50,000.00 


For subscriptions to 500 shares of stock. 


For 100 shares of stock issued to A. E. 
Pratt for land. 


$ 5,000.00 


To subscribers to capital stock ...... $ 3,000.00 
First payment of 25% on account. 
© capital stock unissued ........... $ 10,000.00 
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First payment on account of $40,000 build- 
ing contract. 


Second payment of 25% on account of 
stock subscriptions. 


Second payment on account of building 
contract. 


$ 5,000.00 
For 50 shares of stock issued to R. E. 
Holmes for patents on machinery. 


Notes payable ............ 5,000.00 


Balance due on account of stock subscrip- 
tions. Note received from Wm. Jennings. 


Subscriptions to capital stock............. $ 50,000.00 
To capital stock unissued ..... setenes $ 50,000.00 


To cash ‘ 

Final payment on $40,000 building con- 

tract. 

Organization expense $ 500.00 


To accounts payable ................ . $ 500.00 


Legal expenses in connection with incor- 
poration. 


Payment of 50% on account of above sub- 
scription. 


Subscriptions to capital stock ........... -$ 500.00 
To subscribers to capital stock....... $ 375.00 
Profit and loss .............. pitas 125.00 
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To subscriptions to capital stock ..... $ 1,500.00 
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For subscription of A. J. Hudson to 5 
shares of capital stock cancelled on account 
of failure to pay balance due on stock. 


| SKELETON LEDGER ACCOUNTS 
Capital Stock Unissued Capital Stock Authorized 


$100,000.00 $ 3,000.00 $100,000.00 ; 
10,000.00 
10,000.00 
5,000.00 
50,000.00 

Bal. 22,000.00 


$100,000.00 $100,000.00 


Bal. $ 22,000.00! 


Subscribers to Capital Stock Subscriptions to Capital Stock 
$ 3,000.00 $ 3,000.00 .$ 3,000.00 $ 3,000.00 
500.00 125.00 50,000.00 500.00 
50,000.00 12,500.00 500.00 50,000.00 
1,500.00 12,500 Bal. 1,500.00 1,500.00 
25,000.00 
750.00 $ 55,000.00) $ 55,000.00 
375.00 
Bal. 750.00 Bal.$ 1,500.00 
$ 55,000.00 $ 55,000.00 
Bal. $ 750.00 
Cash Notes Payable 
$ 3,000.00 $ 54.20 $ 5,000.00 
10,000.00) 5,000.00 
125.00 15,000.00 
12,500.00 5,000.00 
12,500.00 20,000.00 
20,000.00 


750.00} Bal. 13,820.80 
$ 58,875.00 $ 58,875.00 


Bal. $ 13,820.80 
Land Accounts Payable 
$ 10,000.00 | $ 500.00 
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Buildings Notes Receivable 
$ 5,000.00) 
$ 5,000.00 
15,000.00 
20,000.00} 
Patents Machinery 
$ 


Organization Expense 


Profit and Loss 


$ 54.20 
500.00} 


$ 125.00 


THE AMERICAN CHOCOLATE COMPANY 
GENERAL BALANCE SHEET—OCTOBER 31, I9QI2 


Assets 


Liabilities and Capital 


Land and buildings..... $ 50,000.00 


10,000.00 
5,000.00 
Current assets : 
Subscribers to capital 
750.00 
Notes receivable ..... 5,000.00 


Total current assets $ 19,570.80 


Organization expense .. 554.20 
Total assets $ 85,125.00 


Capital Stock: 
Authorized 


Issued and outstanding.. 78,000.00 
Subscriptions to capital 


Current liabilities: 

Accounts payable ....$ 500.00 

Notes payable ....... 5,000.00 


Total current liabilities $ 5,500.00 
Profit and loss—surplus 125.00 


Total liabilities and cap- 
$ 85,125.00 
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AMERICAN CHOCOLATE COMPANY 
List oF SToCKHOLDERS—OCTOBER 31, I912 


Name No. of Shares 

780 


While the names in the stock book as presented above do not 
appear in alphabetical order because of the fact that the illustra- 
tion is in summary form they do appear in alphabetical order in 
practice for the reason that a separate page is used for each 
letter of the alphabet. 


ProsieM No. 11-A 


The New York Tool Company was incorporated under the 
laws of the state of New York, July 1, 1912, with an authorized 
capital stock of $100,000, divided into 1,000 shares of the par 
value of $100 each. The incorporators, each of whom subscribed 
and paid for 20 shares of stock, were R. S. Savage, W. L. Groves, 
and S. B. Long. The organization tax and filing fees were 
$53.45. The bill of the attorney for services in connection with 
incorporation was $300. The first three stock certificates were 
issued to the incorporators. 

The subsequent transactions were as follows: July 2oth, C. 
Stevens bought 100 shares and received certificate No. 4; August 
5th, H. Tepper subscribed for 10 shares and paid 50% on account 
thereof; August 17th, Savage subscribed for 1oo shares, Groves 
125 shares, and Long 75 shares, each paying 50% ~n account; 
August 26th, certificate No. 5 for 300 shares was issued to John 
Thompson for land and buildings; September 5th, bought ma- 
chinery in the amount of $12,000, paying $8,000 in cash and giv- 
ing note for balance; September 16th, certificate No. 6 for 60 
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shares issued to John Darby for patents; October 2d, Stevens 
sold 30 shares to M. McLean (new certificates No. 7 and No. 8) 
October 4th, Savage and Groves paid balance on account of sub- 
scriptions, in cash; Long paid part in cash and gave a note of 
$2,500 for the balance; certificates No. 9, No. 10 and No. II 
issued to the incorporators ; October 21st, K. Libby subscribed for 
30 shares, paying 50% on account; October 23d, M. McLean 
sold 10 shares to B. Partridge, 5 shares to E. Flint, and 5 shares 
to T. Porter (new certificates No. 12, No. 13, No. 14 and No. 15 
issued); October 31st, Savage assigned 10 shares of stock to 
B. Jones: Tepper refused to make further payments on his sub- 
scription and it was cancelled. 
From the foregoing prepare: 


(a) Formal journal entry opening the general books and 
journal entries for subsequent transactions. 

(b) General balance sheet, October 31, 1912. 

(c) Stock book as required by law. 

(d) List of stockholders, showing number of shares held by 
each, October 31, 1912. 
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Treatment of “Forfeited Profits” 
Kansas City, Mo., September 25, 1912. 


Editor, The Journal of Accountancy: 

Sir: A matter has arisen in our practice which, while the amount 
involved is small, raises a somewhat interesting point. 

The rules of a building and loan association provide that no dividend 
shall be paid on dues withdrawn within six months. The dividends are 
credited semi-annually, and at the time when the dividends are credited 
it is not known which, if any, dues may subsequently be withdrawn 
within the six months, so of course dividends have to be figured and 
credited on all accounts to date. 

If any stockholders subsequently withdraw their accounts before 
the six months required have expired, they are only paid the face of the 
dues, and the dividend previously credited to their account is charged 
off and the amount credited to an account known as “forfeited profits.” 
Under the law of this state building and loan associations are obliged 
to report semi-annually the total amounts due stockholders for dues and 
dividends separately. Therefore the contra entry to the credit to “for- 
feited profits” is debited to the dividend controlling account, along with 
the amount of other dividends withdrawn. 

The question which arises is how should the credit to “forfeited 
profits” be handled in showing the results for the next semi-annual finan- 
cial period. Should it be shown on the balance sheet as an addition to 
surplus, or a deduction from the next dividend? Or should it be treated 
as an item of gain on the profit and loss statement? In one sense at 
least it is an actual gain, that is, so far as the other stockholders are 
concerned—being in that respect similar to forfeited dividends in life 
or other insurance companies. 

As an illustration, suppose A. B. pays in dues amounting to $200.00 
three months prior to the dividend date. A dividend is declared 
at the rate of 6% per annum, and his account is therefore credited with 
$3.00. He withdraws two months after the dividend date and is paid 
back his $200.00, and the $3.00 is credited to “forfeited profits.” It has 
not been the practice of the company to make entries for the amounts 
earned, $2.00 in this case, between the dividend period and the re-payments 
to stockholders. 

What would you consider the preferable method of handling these 
“forfeited profits’? Would you consider it necessary to have entries 
made showing the amounts forfeited by withdrawals, where no dividends 
had been credited, or in excess of such dividends? 

Yours truly, 
Wricut, MENDENHALL & WricHt. 
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[We should be glad to receive expressions of opinion from our readers 
on the interesting point raised by our correspondents. In all probability 
there will be different views on the question—Editor, THe JouRNAL oF 
AccouNnTANCY. ] 


The Meaning of “Disbursements” 


Editor, The Journal of Accountancy: 

Sir: To accountants the word “disbursements” means “cash paid out 
in the period.” 

With this meaning in mind it is difficult to see how Mr. Esquerre can 
justify the solution which he submits to proposition No. 3, part I, of 
the Practical Accownting paper set in the New York C. P. A. examina- 
tion, June, 1912. 

The same value which Mr. Bentiey places on the standardization of 
accounting forms and methods attaches to the standardization of account- 
ing terminology, and it is regrettable that Mr. Esguerre should attempt 
to thrust aside the accepted meaning of the word “disbursements.” 

Very truly yours, 
James F. Hucues. 


“Profit and Loss---or What?” 


Editor, The Journal of Accountancy: 

Sir: I have read with considerable interest the September installment 
of Mr. BEeNnTLEY’s series of articles in THe Journat. While the positive 
position assumed by him upon some questions which are still considered 
debatable by accountants of large experience might call forth caustic 
criticism in reply, it is not my purpose to enter into any such, but 
rather to make a friendly presentation from another point of view of 
one or two points covered by the article. 

He presents a “profit and loss” statement to “elicit criticisms * * * 
from readers who are interested in having the form and arrangement of 
profit and loss statements for mercantile and manufacturing businesses 
standardized.” It is generally recognized among practising accountants 
that the opinion of a client must be given preference in the arrangement 
of a statement; yet ideals should be sought and the best forms should be 
adhered to so far as it is possible to do so. Subject to this statement, 
therefore, I agree with him in his suggestion for a standard form and 
arrangement of statement. 

It appears to me, however, that the term “profit and loss” as a title 
is a misnomer. Sales do not represent profits and expenses are not 
losses. Sales rather represent the amount of goods delivered at a price 
which is expected to yield a profit, and expenses represent expenditures or 
incurred debt which are voluntarily made to produce and market an 
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article on which a profit is expected to be made. In other words, the 
difference between the value at which goods are sold and the expenses 
of making, selling, etc., is profit or loss. This must of necessity be taken 
as a general statement and as such will undoubtedly be accepted. 

Such reasoning leads me to believe that of the words so far sug- 
gested to express the meaning of this statement, “revenue and expense” 
are the best that may be used for all lines of business. The fact that 
this nomenclature has been adopted for standard municipal accounts 
and for public service corporations does not indicate that it is peculiarly 
applicable to them, but rather suggests that after careful consideration 
it best reflects the meaning of this class of accounts. There is almost 
if not quite as great variety in public service and quasi-public service 
companies as in commercial corporations. Does not the term “operating 
statement” apply with as much force to a manufacturer of a commercial 
product as it does to a company producing gas or water power? Is it 
not rather the fact that greater attention has been given to terminology 
by those interested in the particular activities mentioned than in the 
more common manufacturing and mercantile lines? 

It may be said that the term “revenue and expense” has not been 
sufficiently used to convey its meaning to the lay mind. But does not 
this criticism also apply to the general arrangement of accounts which the 
writer wishes to make uniform? If the endeavor is being made to bring 
into general use a standard form of accounts to give an intelligent inter- 
pretation to business operations, is it not the opportune time to attach 
an adequate title to the statement? We find the term “balance 
sheet” is gradually coming into commercial use to cesignate the 
statement of assets and liabilities, and yet this use of the term is 
one that I venture to say many accountants have to interpret to their 
clients as meaning the statement of assets and liabilities. Surely the 
term “revenue and expense statement” conveys as much meaning as the 
term “balance sheet.” It seems to me that “balance sheet” may well be 
used, for, in addition to its being a balanced statement, it lists (under 
proper classifications) the balances of accounts representing assets and 
liabilities. The statement under review, however, does not set forth 
losses and gains, but rather the accounts reflecting revenues and expenses 
from which profits or losses are derived. 

Yours very truly, 
Watter C. Wrye. 


Some Good Suggestions 
Winnipeg, Man., October 1, 1912. 


Editor, The Journal of Accountancy: 

Sir: I beg to draw your attention to the editorial in The Accountant 
of London, England, dated September 14th, reviewing at length the 
series of articles which appeared recently in your valuable paper by 
Mr. Bentley upon the Standardization of Accounts. 
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While I do not wish to be understood as endorsing in toto the re- 
marks of your British contemporary, yet I do desire to suggest that 
your readers obtain a copy of same, and read for themselves what is 
after all a very interesting contribution to this subject. In fact you 
may consider it worth while to follow the example of The Accountant 
and reprint in THe JourNaL the leading article to which I refer. 

I should like to emphasize what The Accountant says regarding a 
“profession,” with which I am in entire agreement, viz.: 


“As we understand the matter, the difference between a profession, 
or vocation, and a trade is that the man who follows the first named is 
not actuated solely (or even primarily) by the idea of pecuniary gain, 
but is devoting his life to the advancement of a particular form of 
knowledge, or a particular mode of conduct. So judged, it must be 
conceded that many lawyers, medical men and even priests, are ‘trades- 
men at heart,’ but the low standing of a minority of practitioners does 
not prevent their calling from ranking as a profession.” 


It seems to me that in the hurry and bustle of our western world we 
are apt to overlook this important point, or at any rate not to appreciate 
at all times its full significance. 

It is to be regretted that practitioners do not make greater use of the 
privilege of using your correspondence columns to discuss matters of an 
interesting or debatable nature which come before their notice. May I 
suggest that you use the weight of your influence in an effort to change 
this apparent nonchalance on the part of practitioners, and to create a 
greater feeling of esprit de corps, crystalizing in a “live” correspondence 
column in THE JourNAL. It would be of inestimable value to the profes- 
sion generally. 

I venture to suggest that the time has arrived when your paper should 
appear more frequently than at present. I am sure if this matter were 
taken up with accountants and your subscribers generally, you would meet 
with instant support, and would find an even greater demand than at 
present for your valuable paper. 

Yours truly, 
EXCELSIOR. 


[We have pleasure in publishing “Excelsior’s” letter and if space per- 
mitted, should be glad to reprint the able editorial to which he refers. 
The suggestion in regard to correspondence is merely an endorsement of 
our repeated requests that readers at large feel free to use the columns 
of Tue Journat for the publication of items of interest. The current 
issue indicates an increasing interest on the part of correspondents. The 
idea of publishing THe JournaL of AccouNnTANCY more frequently is a 
gratifying testimonial to the esteem in which this magazine is held. At 
some future date it may be possible to act upon the suggestion given. 
For the present, however, it is unlikely that it will be found practicable 
to publish a magazine of this character more frequently than once a 
month.—Editor, Tue JourNAL ofr AccouNTANCY.] 
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Another View of New York Examinations 


Editor, The Journal of Accountancy: 

Sir: As a constant reader of your JouRNAL permit me to thank you 
for the re-appearance of the solutions to New York C. P. A. examina- 
tion problems, so masterly evolved by Mr. Paul-Joseph Esquerré in the 
August issue. 

While Mr. Esquerré is undoubtedly one of the most able members of 
the profession he is without question a poor hand at judging human 
nature in general, and C. P. A. candidates in particular. 

As a candidate who took the June examination I wish to assure Mr. 
Esquerré, the present examiners, and any examiner in spe, that Mr. 
Esquerré’s conclusion that there is any optimism among accounting stu- 
dents, in regard to the ease (sic) with which the goal could be reached 
is a fallacy, a sophism. 

The candidate enters, resigned to his fate, and is surprised if he 
finds that some careless or indifferent examiner has put a question a 
correct answer to which could be expected from anyone with less than 
19% years’ experience, with less analytical power, less courage of con- 
viction and less maturity of conception than the leaders of the profession. 

But we, the candidates, do not criticize; we only claim the privilege 
of buying expensive books, of studying many nights till dawn, of going 
for the examination—and flunk, “as we came to the conclusion that the 
successful passing of an examination depended upon the classification of 
questions asked in former years.” 

Of course, what else could we expect? We had no twenty years’ 
practice, if any; we are only twenty-five to thirty years of age (hence 
no maturity of conception); we had not had any opportunity to learn 
all about the stock brokerage business, the railroad business, the insur- 
ance business, the telephone and telegraph business, the construction 
business (although we know a gold brick when we see it) like all the 
other learned brethren who were persuaded to accept the title C. P. A. 
when the law was passed. 

“Elevate the profession”’—Fine! Great! But why commence always 
by screwing up examinations? Why begin with setting problems that 
spell “revolution”? Why leave it to the titled brethren to clap each 
others’ backs and “undoubtedly rejoice at this new departure”? Is this 
in conformity with the professions of law and medicine? Are their 
graduates accomplished products fully settled in all the niceties and 
specialties? Have their graduates to do mere apprentice work for a 
year in order to practise law or medicine? Well, we have to for $18 
a week, at that—and to think “the old man” charges $15 a day—mere 
checking, nothing else—but these are the requirements of the board. 

Before concluding my letter permit me to refer to Mr. Colley’s 
letter, also in the August issue, as being very inconsiderate, for the 
examiner might believe that a student might have taken the last June 
examinations and have found them so easy as to cause him to go into 
ecstacy. 
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But, if such student still holds his opinion after having received 
H. H. Horner’s little note from Albany—well then, congratulations 
from the bottom of my heart. 

Yours truly, 
CANDIDATE. 


New York, August, 1912. 


“Responsibility of Auditors’ 


Editor, The Journal of Accountancy: 

Sir: The recent failure of a large corporation, and a letter in the 
July issue of THe JournaL or Accountancy from a reader regarding 
the Responsibility of Auditors, have led me to forward these lines to you. 

A number of years’ experience as a corporation official and a few 
years’ experience as a practising accountant have developed in my mind 
some very decided views regarding the relation of auditing and account- 
ing to corporation abuses and failures and their control. 

The investment of funds in corporation stock and bonds has become 
in recent years a difficult and serious problem to those who have funds, 
or are responsible for their safe investment. Investors are advised by 
reputable and first-class bankers, brokers and fiscal agents that their 
funds placed in the stock and bonds of certain corporations are safe 
and secure both as to principal and income. The investor has apparently 
every reason to believe that such is the case and confidently places his 
cash in the securities recommended, and rests assured that his principal 
will be safe and his income regular. 

In many of these corporations the investor’s funds are safe, but in 
a great many they are not. Almost every business day brings to our 
notice the news of some large, active, important corporation in financial 
difficulties, or having failed. Take any one of these corporations, for 
instance, and we find in general it has been engaged in business for 
many years under capable management, and its financial condition always 
considered sound, when suddenly it defaults in payment of the interest 
on its bonds, cannot meet its notes, or cannot pay its creditors and as- 
signs, passes into the hands of a receiver, or is placed in charge of a 
reorganization committee of bondholders. 

To the stockholders and bondholders of such corporation this con- 
dition comes as a surprise and naturally their first thought is: Will 
they get their money back, or how much will be their loss? 

When such conditions occur in any corporation, the most important 
thing to the stockholders and bondholders, next to a consideration of 
what part of their investment they may realize, is: When did the diffi- 
culties first appear and what was the cause? 

Surely such a serious state of affairs did not happen in a month or 
even a year. It must have been developing for some time at least. 
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Some method of management, accounting, or general operating policy 
was responsible for the results. 

The effects of the cause whatever it may have been most certainly 
should have been reflected in the statements and reports of the corporation, 
and in ample time for the application of proper means, suitable to the 
occasion, to overcome the difficulty or lessen the results. 

It is at this stage of affairs that the question of the corporation’s 
exact condition is referred to an expert accountant for an examination 
of the books, accounts and finances, and the preparation of the proper 
data, statements and reports. 

If such an examination or audit had been made at regular intervals 
theretofore and a true and complete report made, it no doubt would 
have shown the progress of the corporation, the results of any policy, 
and its tendency materially to affect the business or finances, and any 
practices contrary to correct accounting, financing or honest business 
methods. 

The history of the financing and accounting of corporations shows 
that many of the corporation abuses of the past and the present have 
been made through the perversion of accounting principles to cover up 
the results, conditions and evil intentions of those in control. Account- 
ing methods and consequent results and reports have been incorrect, 
improper, and contrary to correct accounting principles and honest busi- 
ness practice. 

In some corporations indifferent, careless and shortsighted manage- 
ment has been the cause of such conditions and results. 

A review of many corporation failures and difficulties reveals the 
fact that in nearly every case one or all of the following violations of 
good business practice as regards accounts and finances have contributed 
largely toward the conditions: 

1. The books, accounts and records have been kept according to 

antiquated methods; 

2. The treatment of accounts has been improper and contrary to 
correct principles of accounting, and applied to suit the convenience 
and purposes of those in control; 

3. The books, accounts and records have not been audited by an in- 
dependent auditor; 

4. When the books, accounts and records have been audited by an 
independent auditor his report was incorrect and incomplete, either 
unintentionally or purposely for some reason. 

In these respects auditing bears an important relation to the affairs 

of a corporation, and to the origin, progress and solution of its difficulties. 

Corporation abuses cannot be discontinued or prevented, and condi- 
tions cannot be improved or better results obtained unless the manage- 
ment be required to apply correct principles to accou.:‘ting methods and 
financial transactions, and such requirement be backed by something more 
powerful than simply moral force. 

These requirements may be enforced and effective results accom- 
plished by the two following methods: 
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1. Stockholders and bondholders to require that the books, accounts 
and records of the corporation shall be audited at least annually 
by a certified public accountant; that his report shall contain cer- 
tain details and be certified and sworn to by him; and that a copy 
of such report shall be sent to each stockholder and bondholder of 
record. 

2. The state to require that all corporations shall file an annual report 
in approved accounting form, specifying certain details, and sworn 
to by the officials of the corporation; and, where the corporation 
issues bonds the state to require that the books and accounts of 
such corporation shall be audited annually by a certified public 
accountant, and such report be sworn to by the officials of the cor- 
poration, and also certified and sworn to by the accountant making 
the audit. 

It is proposed that the state exercise by the two means above outlined 
the general supervision and review over the accounting methods of 
corporations. 

It is not proposed that there shall be a compulsory audit of all cor- 
porations, because that is not considered necessary and would be bur- 
densome to the small corporation; but only when the corporation, small 
or large, issues bonds. 

No doubt exception will be taken to the provision requiring all cor- 
porations to file a detailed report. It will probably be claimed that this 
would be a trespass by the state upon the private affairs of the cor- 
poration. 

As the corporation receives a franchise or right to do business from 
the state, as representing the people, the state must assume the responsi- 
bility for the proper use and the prevention of the abuse of such right 
by exercising some general supervision and review over those to whom 
it is granted so that it shall not be used against itself, nor to the detri- 
ment of those it represents. 

The people as prospective investors in the stock and bonds of such 
corporations should receive at least this protection against the unlawful 
manipulation of accounts, financing, capitalization, and stock and bond 
issues. 

The regulation of the accounts should also include the independent 
auditor’s report. The examination and audit should be performed by 
an independent auditor, and the work of state bank examiners, insurance 
department examiners, and the accounting examinations and supervision 
of the public service commissions should be done by certified public 
accountants, and they held responsible for the correctness and complete- 
ness of their audit and report. 

It is claimed that the general supervision and review of the financial 
and accounting affairs of all corporations will be a big step forward in 
the effective control of corporations, and the discontinuance and pre- 
vention of many abuses of privilege. It is plain to be seen that the 
advantages are many and the benefits manifold. 


Business difficulties are unavoidable, but a great many result in failure 
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which could have been prevented if regular and proper attention had 
been given to accounting methods. 

On the other hand the subsequent net loss sustained through many 
failures could have been very much lessened. if the proper means had 
been applied at the time such conditions had been indicated and recom- 
mendations made by a regular audit. 

It is surprising what a small amount of information stockholders and 
bondholders have about the corporations whose stock or bonds they own. 
Most corporations issue annual reports to their stockholders, but it is 
a limited form of figures, and could cover a multitude of sins. Very 
few of these reports are in proper form, having each title of account 
truly indicative of its contents, and intelligible to those who receive them. 
Very few, if any, bondholders receive a copy of these reports or concern 
themselves with such information, believing that their investment is 
absolutely safe and free from disturbance. 

Each stockholder and bondholder should receive such reports, and 
prospective investors should hesitate about placing their money in the 


securities of any corporation that does not wish to render reports or 


submit to government regulation of its accounting and financing methods 

This is no new proposition. It is something that has been tried and 
found very successful for some years over a certain class of corporations. 
The proposal is to extend its usefulness over all corporations. 

Such supervision has been exercised for many years over banks and 
banking institutions, and in recent years over public service corporations 
and insurance companies. It has resulted in much benefit to bank de- 
positors. The regulation of public service corporation accounts has 
been of much benefit to the public as regards rates, and has caused this 
class of corporations to be more careful in the management of their 
financial affairs, stock and bond issues, etc. It has prevented many 
abuses heretofore practised by this class of corporations. 

Public service corporation officials have recognized and publicly testify 
to the good work accomplished by the public service commissions where 
they exist. 

Today the securities of this class of corporations are considered 
among the best and safest. 

Similar good results have been accomplished over the accounting and 
finances of the insurance companies. 

Very recently the state of New York has been compelled to exercise 
this same supervision over realty corporations which issue bonds based 
upon useless and very often “fake” properties. These corporations have 
simply been doing what other corporations have done in regard to their 
accounting and financing, and will continue to do unless prevented. 

Experience has shown that some examinations and audits under the 
state examiners have been unsatisfactory, and many bank troubles and 
failures of the past could have been avoided if such examiners had 
properly performed their duty without fear or favor. 

It is also a regrettable fact that the audit as performed by some 
certified public accountants has been a sort of perfunctory affair. Many 
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irregularities, even to the extent of dishonesty among officials and treat- 
ment of accounts contrary to correct accounting principles, have been 
overlooked simply to favor an official for the purpose of retaining a 
client. This procedure should certainly be prohibited by law. 

The placing of the responsibility on an independent auditor will 
take the matter out of politics, and also the certification as to correct- 
ness and completeness of his report will prevent the auditor’s catering 
to a client. It will also correct an abuse of good accounting practice 
that has existed for some years past among several corporations con- 
trolled by the same interests. 

These corporations are audited annually and their reports certified 
and presented to the board of directors and stockholders. The audit 
is done in this manner: The auditor, a paid official of one corporation, 
examines, audits and certifies the books, accounts, records and reports 
of the auditor and officials of another company. The auditor of this 
latter company in like manner audits another company, and the latter 
another company, and so on around the circle of interests to the auditor 
and officials of the first company. So that it is a family affair and nobody 
except the officials knows the exact condition of any of these corpora- 
tions. Thus the auditor of one company certifies to the acts, records 
and reports of the officials of the other corporations and in turn has his 
own acts, accounts and reports certified. 

The stockholder receives a copy of the report and knows no differ- 
ence. No end of wrongdoing and improper accounting methods could 
be covered up by this method, and the public and the investor be none 
the wiser. 

Such practices as these displace confidence in the effect and impor- 
tance of auditing. It is a very dangerous and iniquitous practice because 
one of the least perceptible. It has been the means of covering up 
many corporation abuses and should be prohibited by law. 

Very truly yours, 
“Promo Pine.” 

Brooklyn, New York. 


Disposition of Interest on Mortgage 


Editor, The Journal of Accountancy: 

Sir: I would like to have you submit for discussion in THe JourNAL 
the question as to the best disposition to be made of “interest on a blanket 
mortgage” covering two different businesses and properties, each of an 
ascertainable taxable valuation. 

It does not seem equitable to make the distribution on the basis of 
assessed valuation, seeing that the charge is in no wise related thereto. 
Moreover, it is presumed that a mortgage is usually taken to provide 
financial assistance to the business concerned; and therefore, the interest 
should be proportioned in some way to the money requirements and funds 
necessary to the conduct of each separate business. 
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How can this result be reached? What methods are usually employed 
to make a distribution of the by-products that are so frequently taken 
away in manufacturing processes? Should they be treated as “sales,” 
earmarked as to their particular character, or rather, it seems to me, as a 
return upon the purchase price of the raw materials originally processed? 
In the last analysis, this would throw these values into “cost of produc- 
tion” to reduce same. 

Again, does not a seller of raw materials figure on this result of the 
manufacturing process and increase his price to such an extent? 

If the latter be true, the plan of treatment outlined would be the only 
logical one. 

Yours very truly, 
J. A. Fraser. 


Another Correspondent Attacks New York Examinations 


Editor, The Journal of Accountancy: 

Sir: Referring to the questions asked of applicants for the degree of 
C. P. A. at June, 1912, examinations, and especially to the solutions given 
in your August issue, I would be glad to know whether those “solutions” 
are authoritative or not. 

In the case of problem 2, as is made clear on page 78, the candidate 
must guess that the original inventories were incorrectly valued; guess 
correctly the manner in which they were undervalued, and must guess 
that the examiner wants the candidate to make the same mistake through- 
out. Is it possible that the examiner did not know that the inventories 
were not properly valued? Or how they should be valued? 

Problem 3 seems to mean nothing, unless you happen to be acquainted 
with the idiosyncracies of the examiner. No accountant could fail to 
answer this correctly if he only knew what the question meant. Really, 
a good guesser seems to have a better chance than a good accountant. 
Where any difficulty arises for a candidate through his inability to un- 
derstand what the question means the purpose of the examination is 
defeated. When will examiners learn that what is required is not to 
victimize all the applicants possible but to ascertain who really is fitted 
to be an accountant? 

Someone connected with the questioning of applicants seems to be 
enamored of the “breeches pocket” school of accounting—something after 
the style of the great mind that evolved the wondrous phraseology of the 
corporation tax law. See question 3—“Income” is made to mean, among 
other things, “sales”; while “disbursements,” which means moneys paid 
out and nothing else, is construed to cover amounts paid to reduce mort- 
gage, stable supplies consumed, etc., whether actual disbursements or 
not. Why should the acquisition of a degree be dependent upon the 
candidate’s visits to a clairvoyant? 


Of course the examiner has a right to use his own phraseology for 
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his own purposes, and we need not waste time arguing as to the vocabu- 
lary he uses; but in asking questions of candidates the examiner should 
be compelled so to express himself that he will be understood. No 
accountant ever has been, or ever will be, required in active practice 
to take up any accounts or to give any statements on the basis of a state 
of facts laid before him in a strange tongue; nor will he be required to 
guess what kind of a false statement the client wants and to give such 
a statement. 

If any subordinate accountant should make up and submit to his prin- 
cipal accounts so hopelessly false as those submitted as the solution of 
No. 2 he would be dismissed without ceremony. 

Yours truly, 
F. W. Tuornton, C.P.A. 

Brooklyn, Sept. 4, 1912. 


[The solutions of problems given by Mr. Esquerré in recent issues 
of THe JourNat are not official. They are merely the opinion of a duly 
qualified critic who has devoted much thought to the consideration of 
examinations in accountancy.—Editor, THe JourNaL or AccouNTANCY.] 


Oregon State Society of Public Accountants 


At the annual meeting of the Oregon State Society of Public Ac- 
countants on September 18, 1912, the following officers were elected for 
the ensuing year: 

President, John Y. Richardson; vice-president, E. H. Collis; secretary 
and treasurer, W. D. Whitcomb; auditor, L. E. Thompson; directors: 
Wm. Whitfield, W. R. Mackenzie, H. A. Moser, Arthur Berridge and 
Alex. C. Rae. 

Messrs. Sidney S. Barker, C.P.A. (R. I.), and George Ridout were 
elected as members of the society. 

The Oregon Society has interested itself for some time in the prepara- 
tion of a bill creating a state board of accountancy. Accountants 
throughout the state have discussed the matter and the draft of the bill, 
along the same general lines as are followed by the majority of other 
states, has been prepared and will be introduced at the forthcoming ses- 
sion of the legislature. 


Washington State Board of Accountancy 


The Washington State Board of Accountancy announces that the next 
examination of applicants for certificates as certified public accountants 
will be held November 21st, 22d and 23d. 
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Washington Society of Certified Public Accountants 


At the annual meeting of the Washington Society of Certified Public 
Accountants the following directors and officers were elected: 
E. G. Shorrock, president. 
C. M. Williams, vice-president. 
S. F. Racine, secretary-treasurer. 
H. E. Smith. 
John Medlock. 


Announcements 


S. R. Schaeffer announces the opening of offices at 1207-1208 First 
National Bank Building, Denver, Colorado for the practice of public 
accountancy. 


Edward C. Patterson, Howard F. Turrill and James L. Ridgway an- 
nounce that they will continue, under the firm name of Patterson and 
Ridgway, the practice of accountancy formerly conducted by them under 
the name of Patterson and Cochran. The offices of the firm are at 141 
Broadway, New York. 


Alfred J. Stern announces that he has opened offices at 346 Broadway 
New York, for the practive of public accountancy. 


George L. Landon, C.P.A., announces the opening of offices at 300 
Coleman Building, Seattle, Washington, where he will represent William 
Whitfield & Company, of Portland, Oregon. 


Ernest Crowther, C.P.A., announces independent practice of public 
accounting under the firm name of Ernest Crowther and Company, with 
offices in the Commonwealth Building, Pittsburgh, Pa. 


George R. Lamb C.P.A., announces that he has opened an office in 
the First National Bank Building, Cincinnati, Ohio, for the general 
practice of public accountancy. 


429 


| 


